FA 


The New York 


Certified Public Accountant 


VoL. XIX May «+ 1949 


Accounting Services for Smaller Businesses 
Payroll Accounting in the Clothing Industry 
Depreciation and Recovery of Cost 


Federal Income Taxation 


NEW YORK STATE TAX CLINIC HISTORY OF ACCOUNTANCY 
ACCOUNTING AT THE S.E.C. THE EYE OF EXPERIENCE 
THE TAXPERT OFFICIAL DECISIONS and RELEASES 


PROFESSIONAL COMMENT BOOK REVIEWS 


Published Monthly by 
THe New YorK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 
Single Copy 50 Cents ; One Year $5.00 


No. 5 


Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects related 
thereto; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public, to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation. 


4 


"That speed 
and accuracy , 


would save 


plenty in 


any business!" 


Speed and accuracy increase customer satisfaction. 

Businessmen everywhere are impressed by the 
superior saving-power of National Accounting 
Machines. This is due to a combination of features 
found only on Nationals. 

What would this mean to the different businesses 
you are interested in? Your National representative, 
a systems analyst, will gladly tell you. 

The answer is as near as your telephone. 


THE NATIONAL CASH REGISTER COMPANY 


*Get this FREE 20-page booklet, 
“How to Save Money on your 
Bookkeeping,” from your Na- 
tional representative. Or, write 
to The National Cash Register 
Company, Dayton 9, Ohio. 


ACCOUNTING MACHINES 
CASH REGISTERS © ADDING MACHINES 
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Do pie-in-the-sky figures put the pinch on you? 


Mack Keystone, seen above, is forever 
sleuthing figures through a maze of old- 
time record-keeping methods. His fiscal 
reports and payrolls are always late, 
and half the time he’s caught flat- 
footed with errors. 

Mack hasn’t heard about simple, flex- 
ible McBee methods that involve no 
costly installations or specially skilled 
people, increase individual work output, 
and let the girls out on time. 

With McBee Keysort, figures that 
used to lodge in ledgers and files come 
out into the open. Marginally punched 
Keysort cards become the original rec- 
ords. Orders, invoices, clock cards and 
job tickets escape the hazards of copy- 
ing and recopying. They can be keyed, 
sorted and summarized in no time. 

You can keep business facts current 


MoBee 


When writing to advertisers 


New York Certirivp 


with Keysort and do it more econom- 
ically than with any other method, be- 
cause Keysort doesn’t require expensive 
equipment or skilled personnel. 
There’s a McBee man near you. Ask 
him to call. Or write us. 


Keysort is based on a card with coded holes 
punched near the edges. When notched, they 
make the card mechanically articulate. Quan- 
tities of data can be classified, filed, found 
and used...quickly and accurately. 


THE McBEE COMPANY 


Sole Manufacturer of Keysort — The Marginally Punched Card 
295 Madison Ave., New York 17, N.Y. Offices in principal cities 


310 Spadina Ave., Toronto 2B, Ontario, Canada 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $5.00. 
Situations Wanted: 10¢ a word, minimum $2.00. 
Business Opportunities: 15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 
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BUSINESS OPPORTUNITIES 
Office Accommodations 


505 Fifth Avenue, New York (42nd Street). 


Your business home. Real accommodations— 
. mail and telephone service list- 


Modern Business 


desk space 


lars a month. 


Office Space Wanted 
C.P.A. desires 


private room in dignified, 


iwenial office, with some typewriting serv- 


con 
ice. Midtown preferred. Box 117, New York 
C.P.A 
SITUATIONS WANTED 
Statistical Typing 
Financial reports, tax returns, expertly typed 
cas ( fidential ix years certified 
expe! 1} ledge all details 
MU 2 3, days evenings. Box 
70, New York 
Per Diem 
C.P.A., 30, diversified public accounting ex- 
( lable 2-3 days weekly, or con 
( erburdened accountant. Box 115, 
New York C.P.A 
Part Time 


C.P.A., Society member, 15 years excellent 


ul accounting ¢ xperic nce, Available 5 
days monthly desires connection over- 
burdened accountant. Box 114, New York 
Part Time 

C.P.A., Society member, 6 years extensive 
public accounting and tax experience, avail- 
able 1-2 days weekly for public or private 
position. Box 113, New York C.P.A. 
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SITUATIONS WANTED 
Experienced Junior 


B.B.A., 


in 


114 years diversified public experi- 
ence 
seeks position in New York State. Box 116, 
New York C.P.A. 


the employ of top-grade C.F} 


Tax Consultant—Attorney 
Specialist, experienced in every phase of tax 
planning ; highly successful record on protests 
and briefs in intricate tax cases and 721, 722 
Interested in working arrange- 


Box 118, New York 


relief claims. 
ment with accountants. 


directed 
bya 
Certified 
Public 
Accountant 


ROBERT HALF 


personnel 


agencies 


new york office 
140 w. 42nd st. ny. 18 
longacre 4-3834 


queens office 
25-15 bridge plazan. 
stillwell 6-5707 
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SERVICING SMALL BUSINESSES 


SUBSTANTIAL SAVINGS 
FOR YOU AND YOUR CLIENTS 


REBU!LT GUARANTEED OFFICE MACHINES 


OUR 5-DAY APPROVAL PLAN 
ASSURES COMPLETE SATISFACTION 


DOME 


49 WESTMINSTER ST. PROVIDENCE 3, R. I. 


jess a way > PORTABLE ELECTRIC 
LA-X MONROE CALCULATOR 
O03 Install the DOME BOOK- 


Sinphhed Weebly KEEPING RECORD with 8 columns 


headaches! You service $ 
MORE clients in jig time. 
Net 


. Lowest price of any NEW elec- 
The Dome Records Retails for $3 tole 


Weight 15 


all small business and 


professional clients. The OUR NEW 
new single-entry system 

gives you full story need- LOW PRICE 
ed for tax returns. No 


Carry handy Executive Model to your clients offices. 
Adds, subtracts, multiplies, divides. 


Write Today Also: hand operated. Also 10 column, Mode! LA-5 
B automatic division and LA-6 automatic division and 
for Pree Circular multipiication. 


ALSO: Adding Machines—Duplicators—Mimeo- 
graphs — Checkwriters — Addressographs — Letter 


0 — Metered Mail Machines — and others. 
PUBLISHING CO., Inc. peners and others. 


New York 11,N.Y. @ CHelsea 3-3442-3-4-5-6 


DET. 20 MAILERS' EQUIPMENT CO. 


BINDERS 


for 
CURRENT ISSUES 
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“Buy U.S. Savings Bonds 
during the Opportunity Drive,” 


SAY THESE LEADING AMERICANS 


PHILIP MURRAY, President, 
Congress of Industrial 
Organizations 


“The C.1.0. has endorsed every 
effort to encourage the worker to 
put more of his earnings into U.S. 
Savings Bonds. They represent 
both security and independence.” 


CHARLES F. BRANNAN, 
Secretary of Agriculture 


“T am heartily in favor of the 
Opportunity Drive to buy more 
U.S. Savings Bonds, Everyone en- 
gaged in farming should recognize 
the importance of a backlog of in- 
vested savings as a means of realiz- 
ing the agricultural opportunities 
of the future.” 


278 


WINTHROP W. ALDRICH, 
Chairman, Chase National Bank 


“T believe that every individual 
who can possibly do so should buy 
more U. S. Savings Bonds. These 
bords represent one of the best in- 
vestments of our time.” 


WILLIAM GREEN, President, 
American Federation of Labor 


“For the working man, an in- 
creased investment in U. S. Sav- 
ings Bonds can mean not only 
increased security but increased 
ability to take advantage of the 
opportunities in America today. 


— May anp June, the U. S. Savings Bond Oppor- 


tunity Drive is on! 


It is called the Opportunity Drive—because it is truly an oppor- 
tunity for you to get ahead by increasing your own personal 
measure of financial security and independence. 


If you haven’t been buying Savings Bonds regularly, start 


now. 


If you have been buying them, add an extra Bond or two to 
your purchases this month and next. Remember—you'll get 
back $4 for every $3 in a short ten years’ time! 


Put More Opportunity 


in Your Future... 


INVEST IN U. S. SAVINGS BONDS 


Contributed by this magazine in cooperation with the 
Magazine Publishers of America as a public service. 


| | 
( 
1 
» 
| 
| 
May 


DON’T JUMP 


No matter how badly work piles up, there’s no need to go 
overboard. Just call STATISTICAL for all the help you need 
in tabulating, calculating and statistical typing. We can supply 
as many as 100 girls for inventory work. We can give you 50, 
1000 or 100,000 hours for any figure work, such as a retro- 
active payroll, a revision of standard costs or a LIFO reval- 
uation. Or, we can key-punch 1000 or a million cards and 
tabulate them on an inventory, sales analysis, machine load, 
sales forecast, etc. No matter what you or your clients need, 
remember that STATISTICAL is geared to cut clerical costs. 
Just phone WHitehall 3-8383 for complete information. 


TABULATING CALCULATING ¢ TYPING MARKETING RESEARCH TABULATIONS 
(IN YOUR OFFICE OR OURS) 


STATISTICAL TABULATING COMPANY 


Established 1933 © M. R. Notaro, President 


50 Broadway, New York 4, N.Y. 
Phone WHitehall 3-8383 
CHICAGO ST. LOUIS 


‘Bindin g 
THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 


When the magazines constituting the volume are supplied by the 


subscriber the binding charge is $3.25. Each bound volume includes 
twelve issues. 


Bound in brown fabric with title, dates and volume number stamped 
in gold. 


Missing numbers will be supplied, if obtainable, at 50 cents each. 

Binding orders and the magazines to be bound should be mailed or 

delivered to 
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The compact, efficient Un- 
derwood Sundstrand  Ac- 
counting Machine at work in 
the Administration Building 
(shown at left) of the Colo- 
rado School of Mines. 


Fast, versatile UNDERWOOD SUNDSTRAND 
ACCOUNTING MACHINE provides vital figure 
facts for Colorado School of Mines 


School and college administra- simple and easy operation and its 


tion requires a variety of ac- 
counting records. 

In addition to expense, pay- 
roll, appropriation and equip- 
ment records, it is necessary to 
maintain accounts for all stu- 
dents. 

Today, the Colorado School of 
Mines quickly gets all required 
information with a minimum 
amount of “digging” ... by 
using just one Underwood 
Sundstrand Accounting 
Machine. 

* * * 
The outstanding speed of the 
Underwood Sundstrand Ac- 
counting Machine is due to its 


many automatic features. The 
keyboard has only 10 numeral 
keys which permits any clerk to 
quickly develop the fast ‘‘touch 
method” of operation. 

And, when it comes to versa- 
tility, this one machine can be 
changed instantly for posting 
Payroll or Appropriation Rec- 
ords, Students’ Accounts or any 
other accounting records. 

You too can profitably apply 
an Underwood Sundstrand 
Accounting Machine to your 
accounting. Call the nearest 
Underwood Representative 
today for full details. 


Colorado School of Mines 
uses only one Underwood 
Sundstrand Accounting 
Machine for all of 
these applications: 
Students’ Accounts 
Receivable 
(Regular) 


Students’ Accounts 
Receivable 
(Veteran) 


Accounts Payable 
Expense Ledger 
Payroll Records 

Equipment Ledger 

Appropriation Ledger 
General Ledger 


Underwood Corporation 


Accounting Machines . 
Typewriters ... Carbon Paper. .. Ribbons 
One Park Avenue 
Underwood Limited, 135 Victoria St., 
Toronto 1, Canada 
Sales and Service Everywhere 


. Adding Machines . . 


New York 16,N. Y. 


Underwood 
New York 16, Y. 

Please send me Fol information concerning the speed, 
versatility and economy of the Underwood Sund- 
strand Accounting Machine. 


NAME « TITLE. . 
COMPANY... 
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Special Accounting Services for 
Smaller Businesses 


By Greorce N, FArranp, C.P.A. 


UsT as small business is a relative 
Grorce N, Farranp, C.P.A,, is a J term, impossible to define precisely, 
fag so is the size of a public accounting 
d erican S te or ACCO x 
and has been a member of commit- a 2 
tees of both organizations. properly be called “small” and one of 
Mr. Farrand’s professional career | over fifty employees would be consid- 
includes service as a member of the] ered “large”. The classification of firms 
staff of Lybrand, Ross Bros. & | of intermediate sizes depends largely 
Montgomery, C.P.A’s., Research | upon circumstances and one’s point of 
Assistant, American Institute of Ac- |] view. 
countants, Officer, U.S.N.R., Cost 
Inspection Service, and Research 
Associate, Office of Contract Settle- 
ment. He is presently Assistant to 
the Secretary and Treasurer of 


While larger accounting firms num- 
ber smaller businesses among their 
clients, their practice is generally di- 
rected to the larger business units and 
Young and Rubicam, Inc., New the type of services they require. The 
ogi clientele of smaller accounting firms is 

necessarily confined ‘to smaller busi- 

He is also now serving as amem- | nesses and the practice of such firms 
her of the accounting faculty of the accordingly is designed to meet the 
New ork University Graduate peculiar needs of their clients. It is the 
School of Business Administration, | yature of their usual practice which, in 


and formerly lectured on Account-| my opinion, makes the smaller account- 
es a Columbia University, New ing firm generally better able to render 
York, as well as at several univer-| the special accounting services dis- 
sities in Washington, D.C. cussed herein than larger firms. In 

Mr. Farrand is the author of sev- | making this statement, it is recognized 
eral other articles which have here- | that some large firms have, and others 


totore appeared in The New York | could, render such services by adopting 

ublic ccountant, 4 pattern of practice which differs ma- 

other publications. . 

pu terially from that usually followed!— 

_ paper was presented SY examination of financial statements 

Farrand at a regular monthly meet- ; 

solely for the purpose of issuing the 

ing of the Society, held on April 11, : > 

O49 standard short form of accountant’s re- 

1949, at the Waldorf-Astoria Hotel. ; : 
port. However, the rendering of this 


1 See “Management Services Provided by the Independent Accountant”, by Charles E. 
Fernald, The Journal of Accountancy, November 1946, p. 378. 
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latter type of service requires the main- 
tenance of such a high degree of inde- 
pendence on the part of the accountant 
that the rendering of certain mana- 
gerial services may be inimical to that 
important requirement. 

Smaller accounting firms have a 
greater opportunity to render these 
special services for several reasons. 
Their relations with clients are gen- 
erally more intimate; the examinations 
are more detailed; contact is more con- 
tinuous; and the client is more de- 
pendent upon the accountant than is the 
case with larger firms and their clients. 
As a consequence, the independent ac- 
countant is in a position to lead the 
smaller client in accounting matters, 
while he must usually follow the larger 
client who is more likely to have ex- 
perienced, capable accountants on his 
staff. The smaller accountant is, there- 
fore, in a better position to learn of the 
special needs of his client at first hand 
and to apply his intimate knowledge of 
the client’s affairs to the special prob- 
lems as they arise. In contrasting the 
practices of large and small firms, it is 
not in any way intended to be derisive 
of larger firms, but rather to emphasize 
the unique opportunity enjoyed by the 
smaller practitioner to render special 
services to management, particularly 
that of smaller businesses. 


Usual Accounting Services 

The usual accounting services ren- 
dered by smaller practitioners include : 
the making of monthly, interim and 
annual audits; the preparation of tax 
returns and processing of routine tax 
matters ; and the preparation of month- 
ly, annual, internal and special reports. 
Some firms also close books for clients 
or actually perform or supervise the 
bookkeeping operations. These serv- 
ices, supplemented by occasional spe- 
cial work, constitute the bulk of the 
work load of most smaller firms. 

While these services must be per- 
formed and in many cases are essential 
to the performance of the special serv- 
ices discussed later, they impose defi- 
nite limitations upon the accountant. 
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Much of the work is detailed and rou- 
tine in nature, placing natural limita- 
tions on the calibre of staff men used 
and the amount of fees chargeable to 
the client. There is little room for serv- 
ices of a principal or highly experi- 
enced staff man except in a capacity 
of lesser rank, and the opportunities for 
advancement on the part of staff men 
are restricted accordingly. 


Advantages of Special 
Accounting Services 


The special accounting services con- 
templated herein are beyond the scope 
of the usual services mentioned above, 
and offer the smaller accounting firm 
an excellent opportunity to overcome 
the natural limitations of the usual 
work, They are a natural adjunct of the 
usual services and usually develop 
from them, but have the advantage of 
ordinarily requiring more services on 
the part of the more experienced staff 
man and principal, and less by the inex- 
perienced assistant. The work is con- 
structive, interesting and highly im- 
portant. It should also command a 
much higher fee for the time spent, but 
this must be clearly understood by the 
client, who sometimes expects these 
extra services at the usual rates or even 
as part of the regular fee. 

It is logical for the client to look to 
the independent accountant to render 
these services because the accounting 
personnel of most smaller businesses 
are understandingly limited in their 
training and experience, and the out- 
side accountant is one of the few ex- 
ternal sources of advice and guidance 
to the management. These added serv- 
ices should further cement the relations 
of the accountant and his client. Obvi- 
ously, the accountant must guard 
against rendering services beyond his 
capacity and be alert to suggest outside 
services of lawyers and engineers when 
appropriate. Nevertheless, the proper 
field for the accountant in aiding man- 
agement is virtually unlimited and he 
should be prepared to serve his clients 
fully and to grow with them. While the 
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smaller accountant is properly proud 
of his practice, he would not be human 
if he did not wish to expand his prac- 
tice, particularly in this highly stimulat- 
ing, important field. 


Examples of Special 
Accounting Services 


The limitations of time preclude any 
extensive discussion of the many, var- 
ied services which public accountants 
can render to managements of smaller 
businesses. Therefore, most of the serv- 
ices will be dealt with very briefly in 
the hope that their mention will stimu- 
late further thought and study by those 
interested. The services here consid- 
ered fall into the following categories: 
costs, general accounting, financing, 
special tax situations, stockholders, em- 
ployees, organization, management, 
purchase or sale of business, contracts, 
fraud, government, and special investi- 
gations. 


Costs 


The noticeable return of competition 
in many industries emphasizes the im- 
portance of accurate, current costs of 
products, operations and_ functions. 
The accountant can render a useful 
service by setting up methods for deter- 
mining such costs and establishing 
managerial control over them. Ac- 
counting controls over inventories and 
overhead costs are particularly im- 
portant during periods of business con- 
traction. Since many smaller businesses 
do not have the personnel or funds nec- 
essary to warrant elaborate, complete 
cost systems, the accountant must ex- 
ercise ingenuity in devising tailor- 
made, partial cost systems suitable to 
the client’s needs and facilities. Such 
devices as standard costs and flexible 
budgets may be appropriate in some 
cases and highly impractical in others. 

The lack of qualified cost account- 
ants during the war revealed a tendency 
on the part of many public accountants 
to avoid cost work on the assumption 


that it is highly technical and should 
be reserved for the specialist. The very 
practical and flexible nature of cost 
accounting, however, tends to contra- 
dict this assumption. A combined 
knowledge of cost principles and the 
peculiarities of a client’s industry and 
business should enable the average ac- 
countant to render this highly practical, 
important service. He can be helped 
considerably by concentrating his prac- 
tice in a certain industry, in the opera- 
tions and problems of which he can 
become thoroughly familiar. 


General Accounting 


Special services in the field of gen- 
eral accounting include the installation 
of a complete accounting system; re- 
visions of weak spots in an existing 
system; changes in the form of books, 
records, forms and reports; needed re- 
visions in the system of internal con- 
trol to enhance efficiency and improve 
control preparation of accounting 
manuals and instructions in procedure ; 
and related services. Punched-card or 
other forms of machine accounting may 
be advisable for certain operations or a 
complete accounting system. Newly ac- 
quired plants or subsidiaries, or new 
processes or procedures may require 
revisions in the accounts to’ insure 
proper control and recording. Changes 
in filing procedures and recommenda- 
tions as to the preservation or destruc- 
tion of accounting and other records 
may be instituted by the accountant to 
increase the efficiency of office pro- 
cedures. 


Financing 


Even small businesses frequently 
look to outside sources for additional 
borrowed or equity capital. Whether 
the source be a bank or insurance com- 
pany loan, the currently popular sale 
and lease-back arrangement, or the sale 
of stock to a restricted group or to the 
public, the accountant can frequently 
be of service in suggesting the source, 


2 See special report on internal control by Committee on Auditing Procedure of the 


American Institute of Accountants, 1948. 
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The 
financial and tax sound- 
arrangements, considering 
ibility of S.E.C. or state Blue 
uirements, and preps aring or re- 
any required financial 


ments and reports. 

Where loans are obtained under loan 
nts or indentures, the account- 
in the develop- 
documents 


ticipate 
the 


ment ol any parts ot 


which relate to accounting, sttch as 
definitions of current assets, working 
capital, net profit, or overhead. Com- 
mon understanding of such critical 
points at an early stage can prevent 
embarrassment and confusion later, 
when the documents are applied. In-one 
case far niliar to ie author, the defini- 
tion of inventories in a loan agreement 
required the mironeu of factory over- 
head—-a procedure which had_ never 
been followed by the client in its income 
tax returns and certified financial state- 
ments. However, the soundness of this 


provision and increasing size of work- 


in-process and finished goods inven- 
tories influenced the accountants in 


recommending a change in method to 


nclude over] which 
was accepted yart- 
m for tax cde and t ereafter 
adopted in the financial statements. 
Whether the sale of securities is sub- 
ject to S.E.C. jurdisdiction or not, the 


may participate actively in 


AC( 

the preparation of the text of a pro- 
spectus and the accompanying financial 
statemi and data. 


Special Tax Situations 
While the 


has probably 


accounting 


smaller firm 


made the most progress 


in rendering special services in the » field 
of taxation, the many complexities and 

unificat s of current taxes are such 
that the accountant must be ever alert 
to imsu ‘ring all aspects of 
this ver me of the 
tax service with more 
extensivel\ involve 


isessll 1 (1 ud- 
The M Condon bill r 
beled: side t \ € Leg itur New 


York Certified Public 


Accountant 


ing Section 721 and 722 claims) ; Sec- 
tion 102 situations, which are particu- 
larly pertinent to closely -held com- 
panies such as typify small business ; 
restatement of inventories for prior 


years as has been done by several retail 
the retroactive adoption of 
the tax consequences 
al transactions, such as liquida- 
tions, reorganizat capital asset 
stock options and deferred 
tax prob- 


stores under 
the “lifo” method ; 
of speci 
ions, 
transactions, 
compe nsation ; and personal 


lems of management, involving gifts, 
estates, iis compensation, etc. 
The current wave of sales and com- 


gton, D.C. 
prop. ysed 


pensati ng use taxes (Washin 


is a recent addition) and the 


extension of social security taxes and 
benefits? increase the significance of 


excise taxes as a problem of business. 
What transactions are taxable or not 
is a difficult question to answer under 
y excise tax laws such as those 
applicable to the New York City sales 
and use taxes. 


Stockholders 
ations between smaller companies 
stocl chi ders are particu larly 
significant in view of the active part 
‘d by such stockholders in 
ment, The accountant can 
.e of service in matters such 
stock options, stock bonuses, divi- 
dends, and stock purchase and _ sale 
agreements; the price is often based 
upon earnings and other accounting 
— He should attend all stockholder 
id Board of Directors meetings and 
a icate the client to look to him for 
and guidance which befit his 
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rise of labor unions and accom- 
panying enhancement in the posi ition of 


the emplovee has affected small bust- 
ness ‘as well as large. This has opened 
a new, very important field for the 


rendering 


He 


accountant 1n 


agement and labor 


1 
endent 


service to mat 


inde} 


to employees 


v benefits 
York State. 


disabultyv 


reviewll 
ness of 
the pos 
Sky re 
calling. 
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may be helpful at the time union agree- 
ments are being drawn up and in the 
application of such agreements in mat- 
ters involving wage plans, measure- 
ment of wages, ability to pay higher 
wages and company earnings. Al- 
though the participation of accountants 
in collective bargaining is most natural 
and desirable, the accountant should 
realize that many union men regard 
him with suspicion, particularly if he 
is the regular accountant of the com- 
pany. This obstacle can be overcome 
by education, a public relations pro- 
gram, and extended services by 
accountants to unions, such as the 
examination of union and employee 
pension fund financial statements and 
the rendering of sound advice on 
accounting matters. 

Other services to management in 
relation to emplovees include develop- 
ment and interpretation of and advice 
on pension, profit-shar- 
ing, and deferred-compensation plans, 
whether meeting the requirements of 
Section 165 of the Internal Revenue 
Code or not. The making of special 
personnel surveys can aid materially 
in increasing efficiency, eliminating 
waste and generally improving an or- 
ganization. Job rating, which is an 
important part of such surveys, is also 
an essential feature of the review of 
internal control which accompanies the 
examination of financial statements. 


Organization 

Whether a smaller business organi- 
zation should function as a corpora- 
tion, partnership or individual pro- 
prietorship is a fundamental question 
involving taxes and operation on which 
the outside accountant can frequently 


render helpful advice. This is also 
true of subsidiaries, branches and 
plants, whose operations should be 


well controlled by the head office. 


Management 

Special services applicable to the 
management of a concern include 
recommendations regarding the staff 
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organization, prices, markets, methods 
of distribution, advertising, production, 
procurement, and financial position. 
The adoption of general and special 
budgets should especially suit the back- 
ground of the accountant, although 
here too he should recommend budgets 
which are suitable to the size, opera- 
tions and financial ability of the client. 
Stream-lined budgets may be more 
appropriate in some cases than elabo- 
rate ones such as are required in large 
industrial concerns. Budgetary control 
of advertising expenses is especially 
desirable in companies in highly com- 
petitive fields where advertising is an 
essential element of distribution policy. 


Purchase or Sale of Business 

Where the client contemplates the 
purchase or sale of all or part of a 
business, the accountant may be very 
helpful in making limited reviews of 
the financial statements and _ other 
available data relating to the businesses. 
In some cases, the accountant is instru- 
mental in determining the selling or 
purchase price, either through recom- 
mendation or by negotiation. He should 
be permitted to participate in the de- 
velopment of all agreements and docu- 
ments having accounting provisions. 
Where purchases are contemplated he 
may be particularly helpful in antici- 
pating possible income tax and other 
liabilities which might be assumed by 
the purchaser. 


Contracts 

The accountant may be of service 
in connection with the preparation, 
application or interpretation of ac- 
counting aspects of contracts relating 
to royalties, patents, joint ventures, 
etc. Lawsuits for violation of contracts 
frequently involve the preparation of 
extensive cost, sales and production 
data by the independent accountant for 
either party. The prevention, detec- 
tion and accounting for fraud and 
other defalcations in the office of cli- 
ents or outsiders in which the client 
has interests are natural functions of 
the independent accountant. 
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Government 

Independent public accountants 
dered invaluable service to their clients 
and the Government during the past 
war in respect of the negotiation, set- 
tlement and renegotiation of war 
tracts, priorities and allocations, price 


ren- 


Con- 


control, special taxes, etc. This experi- 
ence can be drawn upon to render simi- 
lar services during the present troubled 
times, involving defense and F.C.A. 
contracts, renegotiation, rent controls 
and other emergency measures.* 
guidance in the costing of 
Government contracts may be found in 
the recently issued Statement of Con- 
tract Cost Principles,> which, like the 
wartime “Green Book” and Treasury 
Decision 5,000, forth the basic 
principles for determination of costs 
of cost-reimbursement type contracts. 
the recently enacted Federal 
rent control law authorizes a “fair net 
to landlords with- 
elusive term, ac- 
called upon to 


Some 


sets 


Since 


operating income” 
out defining that 
countants may be 
determine this factor. 


which accountants can render to busi- 
ness management, it should be clear 
that there are today unlimited oppor- 
tunities for the independent public ac- 
countant to serve smaller businesses 
beyond the usual accounting services. 
To meet these opportunities, the ac- 
countant must have the courage to 
assume new responsibilities and be 
prepared to render the services. This 
is particularly true if the accountant 
expects to grow with his clients in size 
and stature. He should take the initia- 
tive in respect of his regular clients and 
not wait for them to seek his services 
because they frequently do not realize 
the need until they are in trouble. 

In expanding his natural field of 
auditing, the accountant must be ever 
alert not to assume responsibilities 
beyond his capacity and proper func- 
tion. He should know when to suggest 
the advice and services of the lawyer, 
engineer or banker, and when _ to 
recommend a larger accounting firm if 
an engagement is truly too large for 
his staff. On the other hand, this cau- 
tion should not impede his assuming 
extensive functions within his proper 
sphere. 


Conclusions 
From this brief reference to the 
many special accounting — services 
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Expansion of Analytical Data In Reports 
As an Aid to Business Management 


By Max Brock, C. P. A. 


beneficial comparison may be 

drawn between the science of 
navigation and that of business man- 
agement. Over a period of many years, 
the waterways have been explored and 
the safe and dangerous channels have 
been charted. Now every ship captain 
or pilot has before him, constantly, a 
navigation chart for the territory in 
which he moves. 

Even as to cargoes and operation 
definite rules have been laid down, and 
they also are posted so as to be in the 
constant view of those in charge. It 
is definitely known that the cargo must 
not exceed a certain weight, lest it 
imperil safety and slow up the speed; 
and it must be evenly distributed 
throughout the hold so that there will 
be no dangerous unbalanced condition. 

In the world of business, too, there 
have been developed over the years 
rules of prudent management. These 
rules have been evolved by business- 
men, bankers, economists, and credit 
grantors, from their experiences with 
successful companies and with bank- 
rupt companies. They have been used 
to help chart the courses of prudent 
business management but unfortun- 
ately the lines between the zones of 
danger and of safety are not as sharply 
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drawn as in the field of navigation, 
because of the large variety of busi- 
nesses and businessmen, and_ the 
stresses of competition. Nevertheless 
there are a number of well established 
guides, expressed in the form of operat- 
ing ratios applicable to financial posi- 
tion and to operations, which have 
widespread acceptance amongst state- 
ment analysts. It is possible that many 
business failures might have been 
averted had the owners been well in- 
formed on this subject. 

Credit grantors, including bank and 
commercial organizations, appraise 
each request for the extension of credit 
by consideration, amongst other fac- 
tors, of the operating ratios which 
bring out the salient features and 
trends of the financial position, effi- 
ciency of operations, and profitableness. 
The operating ratios may well be 
thought of as the yardstick of business 
measurement. 

Should not a similar analysis also 
be made by accountants with respect 
to every annual report or credit report 
that they submit and, in limited re- 
spects, to every interim statement? 
Because of their close contact with 
each client’s business and easy access 
to his records, the accountants have a 
great advantage over the external ana- 
lysts. As a result credit inequities 
arising from misunderstandings or in- 
adequacy of data would certainly be 
minimized. 


Lag in Analysis 

Certified public accountants are in- 
formed as to the rules of prudent busi- 
ness management and the accounting 
means for ascertaining whether a 
company is moving in channels of rea- 
sonable safety. However, because of 
their preoccupation with the prepara- 
tion of financial statements and in the 
improvement of their form, often 
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insufficient time is devoted to the analy- 
sis of the statements and the submis- 
sion of ee meaningtul findings to the 
nianagement for its informati on and 
Sc. 

This condition is referred to in the 
preface to Prof. John N. Myer’s book 
on Financial Statement Analysis, 1947 
edition. 

“Interpretation of — statements 
has been a neglected phase of accountancy. 
Although the pre of statements 
has been one of the most popular subiects 
for discussion among accountants during 
the past decade, very little has been said 
regarding what should be done with the 
statements after they have been prepared. 


Accountants have probably felt that the 
first consideration was better statements 
and that the subject of their analysis and 


terpretation could come later. However, 
it is the opin ot the author that both 
the preparatior r the statements and 
their interpretation should vie concurrently 
considered, for if the accountant keeps in 
view the uses to which they are to be put, 
he will produce statements more suitable 
for interpretation.” 


Accountants have played an increas- 
ingly important role as adjuncts of 
business management, particularly in 
the fields of small and moderate sized 
business. The need for the extension 
of such services is greater now than 
ever before because 1 [ 
competition is now at a very hig 


Statements Must Be Practical 


In discussions of financial statement 
ent amongst accountants it has 
often been pointed out that many busi- 
nessmen pay scant attention to reports. 
It is stated that many glance at the net 
income figures and at one or two other 
items and then file the reports away. 
Of what value would it be to increase 
the 


} 


report data in such instances 7 
The fault, in such cases, may not 
necessarily be that of the businessman 
alone. It may well be that the state- 
ments are too technical for him, or 


1 


contain excessive data, or simply do 
not give him in striking form the essen- 
tial facts which he desires. Just as 
reports to stockholders are being re- 
vised to meet their needs, reports to 


co 


businessmen who are not trained state- 
ment analysts must also be arranged 
in such form as to create the greatest 
interest, acceptance, and utilization. 

Where fees may be inadequate to 
cover extra analytical services, there is 
good reason to believe that increases 
could be effected, in time, if business- 
men recognized that the accountants 
were rendering a more practical and 
helpful service instead of furnishing 
reports which were scarcely utilized. 

Financial statements will achieve 
their maximum practical utility if they 
are patterened in accordance with the 
functional aspects of a business and 
not necessarily in the traditional form. 
This applies particularly to the operat- 
ing statement. To illustrate, the fac- 
tors entering into the cost of goods sold 
are not necessarily the same as between 
the businessman and his accountant. 
Until there is complete accord, the 
accountant should compute the cost of 
goods sold first to conform with the 
client’s formula, and then amplify it 
as necessary to present a technically 
correct statement. This process will 
satisfy all parties and, in time, the 
client may accustom himself to the 
accountant’s cost computation. 

The high spots of the statements, 
including the operating ratios and 
other analytical and_ statistical data, 
might well be presented on one page 
of the report, together with the ac- 
countant’s comments. There may be 
occasions when some such data should 
properly be submitted apart from the 


-eport. 


Practical Statement Contents 
Accountants’ reports, wherever pos- 
sible, should include comparative bal- 
ance sheets and income statements, and 
the amounts of the variations (in- 
creases and decreases) should be 
stated. In the balance sheet the amount 
of working capital should be shown 
and the increase or decrease therein 
should be analyzed in a_ supporting 
statement of application of funds. Bal- 
ance sheet ratios, such as the current 
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ratio and others later discussed, should 
be integrated in the statement or set 
forth below as supplementary data. If 
helpful, the comparative statements or 
the supplementary data may cover 
more than two years. 

The operating statement should con- 
tain, as a minimum, the increases and 
decreases reflected by the comparisons, 
percentages relating the costs and ex- 
penses to sales or services, and unit 
statistics supplementing or replacing 
percentages where they may be more 
helpful. Expense schedules, also in 
comparative form, should be submitted 
and, where practical, analyses of the 
variation in sales, gross profit, and 
net profit. 

The accountant must decide for him- 
self what statistics will be practical in 
interim reports. He must also deter- 
mine what information, because of its 
timeliness, should be compiled by com- 
pany personnel. Certainly, in reports 
of an annual nature, the analytical data 
to be included should be such as to 
make that report a complete chapter 
in the company’s business history. 

Operating ratios which the account- 
ant feels are of value should be 
integrated into the statement or pre- 
sented separately as supplementary 
data. Basic analytical data, such as 
the illustration which follows, should 
be submitted in a conspicuous manner. 
In the case oi a wholesale grocer an 
essential monthly index of sales activity 
is represented by statistics such as 
number of customers sold, number of 
sales, average sale per customer, aver- 
age sale per invoice. It should be 
readily apparent that several valuable 
items. of information are contained 
therein, namely, by comparison, the 
sales trend as to number of customers 
and transactions, and, equally im- 
portant, whether the average sale is 
above or below the economic level. 
Even such elementary statistics never- 
theless must be viewed with regard for 
abnormal circumstances which would 
materially affect the averages, as, for 
example, a bulk sale of goods to reduce 
inventory. 
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The use of “common size” balance 
sheets and operating statements may 
be a very effective means of bringing 
out trends and variations. In this type 
of statement only percentages are used. 
Thus, in a comparative income state- 
ment the sales item would be stated as 
100% and all of the following items 
would be stated in percentage form 
too. This form may be followed in 
balance sheets too but there its value 
is limited. 


Graphic Analysis 


Accountants should consider the in- 
creased use of graphic information in 
reports. The effectiveness of charts in 
driving home accounting facts has no 
equal. Graphs enable one to obtain 
a vivid picture of the data by relieving 
the mind of the complications of large 
numbers and substituting mere lines. 
Graphic representations of trends are 
a great aid in obtaining a dynamic 
picture. Unfortunately a graph is not 
suitable for reproduction by typewriter 
and the utilization of such forms has 
been neglected for that reason among 
others. However, charts and graphs 
may be copied for inclusion in reports 
very easily by having photo copies 
made, in the same size as the report 
pages. Accountants who have photo- 
copy machines in their offices may 
readily photograph any manually pre- 
pared form for inclusion in a statement. 


Background for Analysis 


The accountant’s comments on the 
significance of the analytical data may 
be most helpful. This is an important 
phase in the education of businessmen 
to judge their own efficiency and 
direct their activities by the proper 
interpretation of financial statements 
and supporting statistical data. If ac- 
countants would maintain for each 
client a permanent file of perpetual 
comparative statements (including bal- 
ance sheets, operating statements, and 
expense schedules, as well as compara- 
tive statistical data and operating 
data), just as statement analysts for 
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credit grantors do, they would be in 
a position to always have a sound grasp 
of the company’s operating perform- 
ance. 

The conclusions drawn from finan- 
cial statements can be made even more 
effective if they are considered in the 
light of industry and general business 
information, where such is available 
Industry data may be available from 
trade associations, the U. S. Depart- 
ment of Commerce bulletins, Federal 
Reserve Bank bulletins, and from other 
sources, including indexes of busi- 
ness activity. Another publication that 
should have some value is that issued 
annually by Dun & Bradstreet, Inc., 
and com by Mr. Roy A. Foulke, 
which contains a listing of the major 
operating ratios for a large number of 
businesses, based upon financial state- 
ments analyzed by that agency. 

All industry statistics, indexes, and 
composite statements, must be viewed 
with great discernment and caution be- 
cause companies are too individualistic 
to be quickly compared with a group. 

The following is a list of the major 
operating ratios which are used by 
statement analysts for banks and other 
credit grantors in measuring the sound- 
ness of the financial position, the ability 
to repay short or long term debt, the 

‘arnings capacity, and the efficiency of 
ne itions. The trends in all these re- 
spects are based on comparisons of 
ial statements and of the operat- 
108. Accountants may develop 
t 10se which 
where desirable. 


piled 


ratios 


ed herein, 


Common Operating Ratios 
Current Asset Ratio: The 
current assets to current liabi 


some evidence of a concern’s ability to 
meet its current obligatio ms, and is 
perhaps the most popular balance sheet 
ratio. Tho there is a common con- 
cept that a imum ratio of 2 to 1 is 
satisfactory, does not hold in every 
industry. Companies which normally 
require large inventories, or whose 
sales and purchasing terms of credit are 
200 
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widely dissimilar, may 
higher or lower ratios, 
dustry conditions and 


al 


naturally have 
Changes in in- 
seasonal trans- 
such as heavy buying or heavy 
may sharply affect the current 
asset ratio. 


actions, 
selling 


>: 


Inventory Turnover: Where inven- 
tories are a major factor in a business, 
this is one of the most important 
analyses to be made, particularly in 
times when price conditions are uncer- 
tain. If inventory is turned over fast, 
the investment is usually at a mini- 
mum; the risks of price decline losses, 
obsolescence, spoilage, etc., are re- 
duced ; and more gross profits on sales 
are earned. 

Some analysts use sales, instead of 
cost of sales, as the basis for measuring 
turn-over velocity. This is not as sound 
a basis as cost of goods sold, but if used 
consistently, changes in velocity will 
nevertheless be obvious from the com- 
parisons. 


Inventory to Working Capital: This 
is an important ratio, inasmuch as it 
may disclose a weakness in a seemingly 
satisfactory current ratio. There are 
instances where the working capital is 
very substantial vet the bulk of it is 
represented by inventory. This may be 
a danger situation and one which 
warrants investigation because forced 
liquidation of a top-heavy inventory 
may cause serious losses. 

The importance of inventories in 
current has led to the develop- 
ment and widespread use of the “acid 
test” ratio which is the ratio between 
g inventory and 


ous 


assets 


current assets, excludin 
current liabilities. This. brings out the 
extent to which inventory liquidation 
ight have to be forced in order that 
current liabilities be paid. 
Accounts and Notes Receivable 
(Trade) to Net Sales: This reflects the 


collection efficiency and is a guide to 
the general collectibilitv of the out- 
standing accounts. The sales terms 


‘rpreting the 
tistics are 


must be considered in inte 
turn-over rate, and trade 


particularly hel; 


ful in such judgment. 
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Net Profit te Sales: This percentage 
is the most popular of all operating 
ratios and is a guide to the profitable- 
ness of the business and the effective- 
ness of the management. The industry 
ratio, where available, is always an im- 
portant comparative factor, particularly 
if made annually. 

Net Profit to Tangible Net Worth: 
Tangible net worth is the total net 
worth less the book value of intangible 
assets. This ratio is a guide to the effec- 
tive use of the invested capital and the 
ability of the management to earn a 
return. The industry ratio is important 
for comparison. 

Current Liabilities to Tangible Net 
Worth: This ratio discloses the rela- 
tionship between creditors funds tem- 
porarily at the risk of the business and 
the permanently invested funds of the 
owners, When creditors funds amount 
to 639 of tangible net worth the con- 
dition of the business is nearing the 
unsound side. A ratio of 75% or more 
may be serious and discloses that there 
is insufficient capital in the business. 

Long-Term Debt to H’orking Cap- 
ital: This ratio discloses the amount of 
working capital provided by long term 
borrowing, and should, in a normal 
situation, decline over the vears, as re- 
tained earnings are used to pay off debt. 
As a general rule, the total long term 
debt should not exceed the working 
capital. 

Total Debt to Tangible Net Worth: 
This ratio contrasts all indebtedness 
with tangible net worth. It discloses the 
full relationship between the equities 
of creditors and of the owners. 


Fixed Assets (depreciated) to Tan- 
gible Net Worth: This ratio discloses 
the extent to which invested capital has 
been frozen into “bricks, machines, 
etc.” A ratio in excess of 66% is ordi- 
narily to be considered as unsound. 
Studies of bankruptcy records disclose 
that 65% of such cases had fixed asset 
ratios of over 66%. 

Net Sales to Working Capital: This 
ratio shows the activity of the working 
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capital and indicates whether the con- 
cern is overtrading, undertrading, or 
trading normally. What constitutes ex- 
cessive trading must be judged from 
all the pertinent balance sheet facts, 
from industry data, and the account- 
ant’s own judgment. Comparative sta- 
tistics may also be helpful in this in- 
stance. 


Net Sales to Tangible Net Worth: 
This ratio serves the same purpose as 
the preceding one, using tangible net 
worth in place of working capital. 
There may be cases, particularly when 
working capital is low in relation to 
tangible net worth, where the latter 
factor is a more suitable basis. 


Net Profit on Working Capital: This 
is a companion ratio to net profit on 
tangible net worth and is useful where 
there is a sharp variation between 
working capital and total tangible cap- 
ital. 


Current Debt to Inventory: This 
ratio discloses the relationship between 
inventory and current debt. It 1s a guide 
to the extent that creditors may be 
carrying the inventory and should be 
considered in the light of purchase and 
inventory turnover. 

The conclusions derived from the 
analysis of financial statements do not 
have such finality as to exclude other 
considerations. After an operating ratio 
has been computed it must be inter- 
preted. This phase of the work is more 
difficult for the computation is merely 
a mechanical process whereas the in- 
terpretation requires experience, ability, 
and judgment. The ratios do not neces- 
sarily represent precise valuations, 
rather they may act as signals of a dis- 
proportion or departure from a sound 
position. 


Other Analytical Data 


Accountants may render valuable, 
practical services to businessmen by 
furnishing them with guides such as 
break-even points, minimum gross 
profit margins, and other such data. 

(Concluded on page 297) 
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How the Certified Public Accountant May 
Better Assist His Smaller Client to Obtain 
Financial Assistance or Credit 


By Stoney A. STEIN 


Introduction 


With the return to so-called normal 
operations, the accountant will be called 
upon more and more to give sound 
guidance and advice to his clients. Aid 
to management beyond the usual scope 
of audit procedure may very easily spell 
out the difference between success or 
failure. For many years, I have been 
privileged to work with the C.P.A. and, 
in many instances, had it not been for 
his earnest desire to give the utmost 
service to his client, the latter could not 
have weathered many a stormy period. 

When your client seeks outside finan- 
cial assistance or credit in one form or 
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another, invariably not only are you 
called upon by the lending institution 
or other credit grantor to depict the 
financial picture completely, but your 
client will also be required to give de- 
tails in connection with his affairs re- 
lating to production, management, 
costs, ratio and buget analysis, pur- 
chases, distribution, and other opera- 
tional functions. 

First, I would like to show the sig- 
nificant place that your smaller clients 
hold in our business community. Small- 
er business is often referred to as the 
backbone of our democracy. The De- 
partment of Commerce has pointed out 
that the small business enterprise 
reached its high point by the middle of 
1946, when there were 3,569,000 con- 
cerns, and was at its lowest in 1943, 
when there were 2,800,000 small busi- 
nesses in operation. According to 1939 
census, it represented more than 979% 
of the nation’s manufacturing enter- 
prises and employed about 48% of the 
wage earners. 

Since small business occupies so 
strategic a place in our national econ- 
omy, it must have the assurance of able 
guidance at all times. And that is where 
the Certified Public Accountant, with 
his experience and background, can 
perform a unique service to his client 
specifically and to the busines: com- 
munity generally, 1 do not mean to 
imply that the C.P.A. should assume 
the full responsibility for such guidance. 
We in the factoring field, as well as the 
banks have recognized that we must 
also contribute our share in that direc- 
hon. 
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How Certified Accountant May Assist Smaller Client to Obtain Credit 


How the Accountant May En- 
hance His Clients’ Opportunities for 
Obtaining Financial Assistance or 
Credit. 


1. Render periodic financial reports. 
By so doing you help build up efficient 
management. In addition, these reports 
are extremely important to credit 
grantors, since we always want to know 
whether your client’s house is in order. 
These financial reports should include 
a statement of operating results for the 
period under review, together with the 
supporting schedules. The financial 
statements are of major significance. 
That is where the accountant plays a 
direct part. It is in these figures that 
the capacity of the borrower is revealed. 
The statements should be as current as 
is reasonably possible; in fact, any 
changes which may have occurred since 
the date of the balance sheet should 
also be disclosed. Contingent liabilities 
should also be fully reported therein. 
An analysis of the inventory, in terms 
of goods-in-process, finished merchan- 
dise, raw material, as well as goods 
carried over, should be included. Ac- 
counts receivable should be aged. All 
necessary accruals for taxes and depre- 
ciation should be set up. 


2. Render a complete and unquali- 
fied audit report and certificate. The 
examination should be more than a 
mere book audit. You can enhance your 
client's position by providing a con- 
structive report and by giving full in- 
formation. By so doing, you will save 
a considerable amount of time and 
many unnecessary inquiries on the part 
of the lending institution in its efforts 
to complete its credit file. Of course, 
this also hastens the approval of the 
accommodation sought. 


3. An analysis of financial and oper- 
ating ratios is usually made, before 
passing upon a request for financial 
assistance or credit. The accountant 
would do well to include these in his 


report. 


4. Provide an analysts of costs. How 
does this particular client's costs com- 
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pare with others in the field? Deter- 
mine if your client can operate profit- 


. ably in the face of a price drop or a 


temporary falling off of demand for his 
product. Be prepared to show that your 
client is operating as economically as 
conditions will permit. 


5. Advise corporate clients to keep 
the surplus account in proper relation 
to the stated capital. Too large a pro- 
portion of surplus is generally frowned 
upon for, as you know, it is always 
subject to disbursement as dividends. 


6. Acquaint your client with trends 
in his business. By so doing he will be 
better prepared for almost any eventual- 
ity that may arise, and will be better 
able to cope with sudden changes in his 
industry. In this way he will also be 
able to arrange for any necessary assist- 
ance in advance of the happening of 
such contingency. 


7. Make it clear to your client that 
there is always a reluctance to grant 
unsecured loans or give unsecured 
credit where very little capital is em- 
ployed. The capital, ability and char- 
acter of your client are the general 
basis for financial assistance or for 
obtaining credit. If, however, your 
client is possessed of ability and if his 
reputation is good, he may still be able 
to obtain the necessary help. 


8. First, review the purpose of the 
accommodation sought. Then, help the 
client to determine whether it will bring 
the desired results. Full details in this 
connection are required. Advise your 
client that unless he wishes to reveal 
all the details pertaining to the use to 
which the funds are to be put, he has 
no right to ask for financial assistance. 

9. Keep your client well informed. 
As he grows, help him adopt sound 
organizational policies and attempt to 
keep him abreast of his affairs. Very 
often I hear it said that this concern or 
that one is doing well and there is no 
need to be concerned about it. I wonder 
about these statements; perhaps in too 
many instances we take such firms for 
granted. We may feel that it is no 


293 


The New York Certified Public Accountant 


longer necessary to advise or guide 
them. In my opinion, that concept 1s 
wrong and can prove fatal as time goes 
on. In these days of constant changes 
nothing should be taken for granted. 

10. Jipress upon your client that he 
need not be afraid to approach hts bank 
or other lending institution for financial 
assistance or credit. Aiter all, extend- 
ing financial assistance or credit is the 
fundamental purpose of such institu- 
tions. Toward that end, I believe the 
present sources through which such 
assistance may be obtained are suf- 
ficient to take care of the ordinary busi- 
ness requirements of your client. They 
are fully available to those persons or 
firms whose affairs are so arranged and 
managed that they can ultimately meet 
their maturing obligations. 

ll. A few words with respect to 
mventory records. I believe that ac- 
countants should supervise the actual 
taking of inventory, Although  per- 
petual inventory records are very help- 
ful to management, I would like to 
suggest that a physical inventory be 
taken periodically to check the accuracy 
of the book records thereof. This pro- 
cedure will definitely enhance your 
client’s position when he seeks financial 
assistance or credit. 


How the Client May Better His 
Own Chances for Obtaining Finan- 
cial Assistance or Credit. 

1. Impress upon your client the 
necessity for making a complete dis- 
closure. Remember, the credit man is a 
trained observer. What your client says 
or fails to say and his general demeanor 
will usually reveal important char- 
acteristics with respect to his capacity 
and character. His approach when 
seeking aid mav well be the determin- 
ing factor in his getting it. It would be 
‘well for you to impress upon your 
client that financial assistance is grant- 
ed to those who possess the 3 C’s of 
credit : Character, Capacity and Capital. 

2. Your client should keep adequate 
records for managerial guidance. Be- 
fore vour client seeks financial assist- 
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ance or credit, he should acquire some 
knowledge of his own financial condi- 
tion. A business that maintains ade- 
quate records always operates more 
efficiently. 

3. The policy of your client in run- 
ning his business affairs should be 
clearly defined. Has management used 
sound business measures to further its 
growth? Is vour client conservative or 
unnessarily speculative ? These inquires 
are important and are usually asked. 

4. Get after your client to bring ex- 
executive salaries or with- 
drawals tnto line. Officers’ salaries or 
withdrawals by partners are important 
items that credit grantors watch. Many 
businesses cannot operate profitably 
today due to excessive withdrawals. 

5. What has happened to net earn- 
ings? Were they paid out in dividends? 
Was a reasonable sum put back into the 
business? Your client cannot expect 
financial assistance if he does not show 
sufficient confidence in his own venture 
by at least putting back a reasonable 
portion of its earnings. 

6. Your client should watch future 
commitments and unfilled orders, In 
today’s market, placing long term mer- 
chandise commitments bevond neces- 
sary requirements is loaded with dyna- 
mite. Check whether your client can 
make deliveries within the specified 
time; otherwise the danger of cancella- 
tion may be very costly. 

7. Your client should see to it that 
there is sufficient insurance coverage. 
Adequate fire and other protective in- 
surance coverage is very important. 
His building, equipment, and inventory 
should be sufficiently protected. Kevy- 
man insurance is also looked upon very 
favorably. 

8. flave your client use extreme 
caution in a declining market. With the 
return to a buyer’s market, the time has 
come for some real down-to-earth prep- 
aration. Get after your client to use 
caution in his buying policies; other- 
Wise it may result in an accumulation 
of inventory, which condition may 
ultimately affect his credit standing. 
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How Certified Accountant May Assist Smaller Client to Obtain Credit 


9. Get your client into the habit of 
recognising the need for competent 
help and good organizational policies. 
The credit grantor is vitally concerned 
as to whether the organization is self- 
sustaining and whether its normal con- 
tinuation does not depend upon any 
one individual. Big business doesn’t 
take any chances in that connection; 
certainly smaller business can’t aftord 
to. 

10. Js distribution widespread? If 
not, your client may be at the mercy of 
one or perhaps a handful of customers. 
A company that puts all its eggs in one 
basket is not considered a good credit 
risk, for cancellation of a substantial 
order or contract may seriously jeop- 
ardize the standing of the business. 


How Both the Accountant and 
His Client May Enhance the Client’s 
Possibilities for Obtaining Financial 
Assistance or Credit. 


1. Both you and your client should 
get acquainted with the lending officers 
or credit managers. Get your client into 
the habit of consulting with these 
people, for it will help build up con- 
fidence in him. He can always get use- 
ful suggestions and advice by such 
regular consultation. In fact, it is often 
very helpful if, when your client seeks 
financial assistance, you accompany 
him to the lending institution. 

2. You and your client should first 
investigate loaning and credit require- 
ments. Have your client establish his 
banking or other connections well in 
advance of any necessity to borrow. In- 
complete information due to the fact 
that vour client was not aware of the 
credit requirements may well be the 
cause for rejection of the accommoda- 
tion sought. 

To sum up, if all the necessary finan- 

ial and other relevant information is 
available to the credit grantor at one 
time and is presented in a clear and 
concise manner, your client will get 
better results in the shortest possible 
time. Naturally, affirmative action by 
the lending institution or credit grantor 
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with respect to your client’s application 
for accommodation also reflects favor- 
ably upon you. 


Where to look for 
Financial Assistance 


The smaller business concern gen- 
erally does not go into the open market 
to sell stock of its company. Its capital 
is usually that of the owner and, if it 
requires outside financial assistance, it 
generally goes to commercial banks or 
other lending institutions to meet finan- 
cial requirements. Help your client 
choose a source for obtaining financial 
assistance where he will receive a 
sympathetic understanding of the prob- 
lems in his particular field. 

When your client seeks financial 
assistance to meet payrolls or to finance 
merchandise purchases, the accommo- 
dation is usually on a short term basis 
and is more readily available than in- 
ventory loans, With today’s drop in 
prices and with uncertain market con- 
ditions, inventory loans are frowned 
upon. 

When you are convinced that an 
open line of credit or accommodation 
cannot be granted, the next step is to 
try to obtain a secured loan. The secur- 
ity may be in the form of accounts re- 
ceivable, inventory, fixed assets, or 
notes endorsed by outsiders. 

The commercial bank usually grants 
short-term loans for working capital 
purposes and for other current opera- 
tional functions. Bear in mind_ that 
commercial banks generally are inter- 
ested in short-term loans. There are, 
however, banks that make long-term 
loans, and give financial assistance on 
an open basis, as well as on a secured 
basis. 


Factoring 


Your committee has asked me to dis- 
cuss Factoring. There are two distinct 
types: Notification and Non-Notifica- 
tion. 

Notification factoring occurs when 
the client agrees to sell to the Factor 
and the Factor agrees to purchase with- 
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out recourse to the client, those ac- 
counts receivable acceptable to the 
Factor. The sales invoice carries a 
printed statement to the effect that the 
account has been assigned and is pay- 
able only to the Factor. The Factor 
agrees to advance a certain percentage 
against such sales, retaining the dif- 
ference as equity to offset any returns, 
claims, allowances or deductions, since 
these are the responsibility of the client. 
The rate of commission is a fixed per- 
centage generally based upon net sales 
and extent of credit terms granted to 
the client’s customer. 

Non-notification factoring does not 
require notice to the client’s customers, 
nor does it involve the assumption of 
bad debt risks. It does, however, pro- 
vide funds for working capital pur- 
poses. 

Notification factoring provides con- 
tinuous revolving funds for working 
capital purposes; eliminates credit 
losses and puts sales on a cash basis. It 
augments the cash position of your 
client and makes it possible for him to 
increase his production when neces- 
sary. When the accountant helps man- 
agement formulate plans and set up 
budget and other cost data, he will have 
to calculate the amount of cash re- 
quired to meet material, labor and other 
productive costs before the product 
manufactured is turned into an account 
receivable and payment is finally made 
against it. This operational plan and 
budget will also indicate the amount of 
money required during this period to 
meet maturing obligations and should 
help point out where such assistance 
may be obtained. 

Since distribution is the keynote of 
any successful business today, your 
client may have to broaden his field of 
credit risk, which may entail opening 
up new accounts not generally known 
to him. When the Factor assumes the 
credit risk, he assumes the client’s bad 
debt losses and, therefore, minimizes to 
an appreciable extent any depletion in 
capital due to insolvent customers. 

In notification factoring, the savings 
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to management on credit and collection 
expense, coupled with the elimination 
of bookkeeping expense, defrays to a 
great extent the cost of factoring. Ac- 
counts receivable bookkeeping is elimi- 
nated; for actually your client now has 
only one account receivable and that is 
the amount due from the Factor. 

In addition, since the Factor main- 
tains constant touch with production 
and merchandising problems of various 
industries, it is generally qualified to 
give its clients the benefit of its observa- 
tions. 

Today, open loans or advances have 
become an important function of the 
Factor’s service. This type of financial 
assistance is usually an adjunct of the 
ordinary factoring agreement and has 
a general tendency to keep the client in 
good credit standing with his sources 
of supply. It is usually repaid in whole 
or part over a period of time, depend- 
ing upon the circumstances. 


Conclusion 


would like to recommend that ac- 
countants serve as educators to busi- 
ness. You have an unusual opportunity 
to appraise and to make necessary sug- 
gestions in helping vour client grow 
and prosper. Due to the very nature of 
smaller business, the easy requirements 
for entering it, the limited amount of 
capital it requires, it often attracts per- 
sons with little managerial experience. 
Here, more than in any other situation, 
is where the accountant has the op- 
portunity to render sound accounting 
service and advice. 

In addition, credit grantors also re- 
quire some form of expert talent to 
present a clear picture of the applicant’s 
qualifications. Your professional ac- 
counting service is a natural source for 
such data. 

In February of this year, Dun & 
Bradstreet issued a digest of ‘“Com- 
pass Points” of business, its condition 
and current trends. Among the statis- 
tical data compiled, they noted that 
“Concerns which fail represent the 
least efficient business in their line.” 
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Accountants can help immeasurably to 
reduce this mortality rate by pointing 
out the pitfalls and showing how to 
avoid them. 

In conclusion, I would like to refer to 
the pamphlet recently issued by your 
own State Society and entitled, “A 
Professional Story, the C.P.A. in New 
York,” in which you so aptly refer to 
accounting as an essential in our econ- 


omy in that, as a technique for record- 
ing business history, it provides a basis 
for progressive planning. It is further 
pointed out that the accountant is not 
merely an auditor, but is also an ad- 
visor to business. The term “advisor” is 
more meaningful now than it ever was 
before. It is in that capacity that the 
accountant can better service his small- 
er client today. 
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Expansion of Analytical Data in Reports 
As an Aid to Business Management 
(Continued from page 291) 


Granted that such items are based upon 
assumptions, they nevertheless can be 
very beneficial if carefully developed, 
because they are understandable by the 
executive and they give him a goal to 
aim for. The psychology of fixing a 
goal for one to achieve is well estab- 
lished, and it can be as effective on the 
owner of a business as on his salesmen. 

Costs should be analyzed and dis- 
cussed with clients. This would cover 
product costs, service costs, and the 
cost of each major operating function 
such as selling expense, shipping ex- 
pense, administrative expense, etc. 
Many business casualties result from 
ignorance of costs, and this is one di- 
rection in which accountants could be 
very constructive. 

Some budgeting could be done even 
in small companies and material bene- 
fits may be achieved from the analysis 
of the variations with actual amounts. 
3udgeting is a preliminary to the deter- 
mination of a break-even figure, and 
where the latter information is fur- 
nished, the budgets should be compared 
with the actual amounts and material 
differences analyzed. Budgeted goals 
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for sales, in dollars and in units, for 
production, for product or service costs, 
and for operating expenses, all can have 
a strong pychological impact on an 
entire organization and should yield 
worthwhile results. In this connection 
cumulative schedules of monthly sales 
and purchases, in dollars and units, 
may be interesting and_ influential. 
Charts would be very suitable for 
analysis of the trends and variations in 
the operations. 

In conclusion, the thought is again 
expressed that accountants should make 
analysis of financial statements a more 
obvious phase of their service, and that 
their determinations and comments be 
submitted to, and discussed with clients. 
Constant reference to the major operat- 
ing ratios will impress them on the 
minds of businessmen and should make 
for greater attention to the rules of 
safety in business. 

However, accountants should not at- 
tempt to substitute their own judgment 
for that of their clients, rather they 
should merely point out departures 
from sound practice and urge consider- 
ation thereof. 
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Some Important Aspects of Payroll 
Accounting in the Men’s and Boys’ 
Clothing Industry 


By Samuet S. Ress 


reorganization, insolvency 
or bankruptcy is the inevitable re- 
sult of failure to keep control over pay- 
roll costs in the clothing industry. 
Heavy penalties and double- and triple- 
damage lawsuits result from Wage and 
Hour Law violations. In some factories 
payroll control is personal and a trusted 
individual is given sole control over all 
aspects of payroll preparation, running 
from picking up the original sources 
of information to the distribution of 
the cash to each individual worker. 
While in some cases that method of 
controlling payroll may be the most 
feasible, it is not always the most eco- 
nomical from the point of view of the 
employer. 

Sound accounting and auditing pro- 
cedures require that the record system 
be the means of controlling payroll. 


SAMUEL S, Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Mr. Ress is a member of the So- 
ciety’s Committee on Clothing Man- 
ufacturing Accounting. 
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Some of the payroll losses that may be 
avoided through the use of a sound pay- 
roll system are: 

1. Over-computation of wages due to: 

(a) paying for the same work and 

the same lots twice; 
paying for differentials when not 
required ; 
failure to deduct extras that are 
generally allowed on extra work, 
as when an operation is taken 
from one and given to another; 
and/or 
collusion between the foreman in 
charge of the shop, the worker, 
and the paymaster. 


(b) 


Kc 


(d) 


2. Improper or illegal computation of over- 
time pay. 


Once the payroll is computed for each 
worker by the payroll clerk and the 
amount of his earnings has been en- 
tered on the payroll, another person 
should put the cash in the envelopes and 
distribute the pay envelopes to the in- 
dividual workers. While from many 
points of view, payment by check is less 
desirable than payment in cash, pay- 
ment by check should be made for bet- 
ter control. In the clothing industry 
the following methods of computing 
payroll are generally followed : 

In coat shops making garments rang- 
ing in quality from grade 1 to grade 6, 
wages are generally paid according to 
a piece rate system. After the earnings 
are computed on the basis of piece rates, 
a 25¢ an hour cost of living bonus is 
added. It therefore becomes necessary 
to compute the record of earnings on 
the basis of the piece rate operaticns, 
following which each employee must 
be credited with an additional 25¢ for 
each hour worked during the week. 
Pants shops generally follow the same 
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payroll procedure as coat shops, while 
vest shops and the boys’ and children’s 
clothing shops are paid on a week-work 
basis instead of a piece work basis. 

A typical coat shop should maintain 
the following records, as a minimum, 
for payroll purposes: (1) a manufac- 
turing book, which contains a record 
of each cut number, lot number, and 
description of model; the number of 
garments in the cut and the assortment 
of sizes; any details regarding any ex- 
tras involved. (2) A typical opera- 
tional payroll control sheet, which 
would show, for each cut number, the 
lot number, model, quantity, statement 
number, and the list of operations to be 
performed. (3) A series of coupons 
corresponding to the list of operations 
to be performed, which is attached to 
each bundle of work. 

Each worker is paid according to the 
number of coupons he turns in, at the 
rate fixed by the master price list. 
Where only one worker is employed on 
a particular operation in a shop, then 
instead of paying him by coupon, he 
can be paid according to the number 
of garments included in the entire lot 
number, 


OVERTIME WAGE PAYMENTS 
UNDER THE WAGE AND 
HOUR LAW 

How to figure overtime 

for pieceworkers 

If an employee works more than 40 
hours in a week and is paid on a piece 
rate basis, total up his piece rate earn- 
ings during the entire work week and 
divide the total by the number of hours 
worked for the week. This gives you 
the employee’s regular hourly rate of 
pay for that week. To comply with 
the Wage and Hour Law, the employer 
must then pay an additional 50% of 
such regular hourly rate of pay for that 
week for each hour worked over 40 
hours. 

Since the piece workers also receive 
a 25¢ per hour cost of living bonus 
which, under the Wage and Hour Law, 
is part of the employee’s regular hourly 
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rate of pay, the employee must also be 
paid, in addition to this 25¢ per hour, 
50% of the cost of living bonus, or 
12%¢ an hour, for each hour worked 
in excess of 40 hours during the work 
week. 

Example: An employee’s piece rate 
is 6¢ per piece. During a particular 
work week the employee works 50 
hours and produces 1,000 pieces. His 
total piece rate earnings for the week 
are $60.00. His regular hourly rate of 
pay for the week is $60 divided by 50 
hours, or $1.20 per hour. For each 
hour worked beyond 40 hours, he 
must be paid (in additional to the $60 
he has already earned) one-half of 
$1.20 or 60¢ per hour, a total of $6. 
for the 10 overtime hours worked. The 
employee must also be paid his cost of 
living bonus of 25¢ per hour for 50 
hours, or $12.50, and for the 10 over- 
time hours, an additional 12%¢ per 
hour, or $1.25. 

For the week in question the em- 
ployee would, therefore, receive the 
following pay: 

1. Straight time piece rate earnings 


2. Overtime at one-half regular 
hourly rate of pay of $1.20 per 


$60.00 


3. Cost of living bonus, 25¢ per hour 
4, Overtime at one-half cost of liv- 
ing bonus (10 hours) .......... 45" 
$79.75 


Note: This is the only method permitted 
by the Wage and Hour Law in computing 
overtime payments to be made to piece 
workers. The Employer may not compute 
overtime for piece workers by paying time 
and one-half the employee’s piece rate 
during overtime hours. 


When employee works at different 
rates of pay during one work week 


An employee may work at different 
rates of pay during a single work week. 
For instance, he may do two or more 
different kinds of work at different 
hourly rates during the week. In such 
a week the employee’s regular hourly 
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rate of pay, on which time and one-half 
for overtime hours must be paid, is the 
average hourly rate for the week, com- 
puted by dividing the total weekly 
earnings at both rates by the total num- 
ber of hours worked in the week. 

Example: Ina particular work week, 
an employee worked 30 hours on an 
operation with a piece rate of 5¢ per 
piece. During these 30 hours he pro- 
duced 750 pieces and received $37.50. 
He then worked 20 hours on an opera- 
tion with a piece rate of 7¢ per piece 
and during these 20 hours he produced 
300 pieces and received $21.00. His 
total straight time earnings for the 
week were $37.50 plus $21.00, a total 
of $58.50. 

Since this employee worked a total 
of 50 hours, he is entitled to receive 10 
hours of overtime. His regular hourly 
rate of pay is $58.50 divided by 50 
hours, or $1.17 per hour. For each 
hour of overtime he is entitled to re- 
ceive one-half of $1.17, or 58'%4¢ per 
hour; or a total of $5.85 for the 10 
overtime hours. In addition, the cost 
of living bonus and the overtime on the 
cost of living bonus for the 10 over- 
time hours must be paid as shown in 
the previous example. 


How to figure overtime for 
salaried workers 


Salaried employees, unless exempt 
as executives, administrative emplovees 
or professional employees, or outside 
salesmen, receive overtime pay at the 
rate of time and one-half for hours 
worked in excess of 40 hours in any 
week based upon their regular hourly 
rate of pay for the week. ’ 

Example: An employee receives a 
salary of $40 per week for a 40 hour 
week. In a particular work week he 
works 44 hours. His regular hourly 
rate of pay for that week is $44 divided 
by 44 hours, or $1.00 per hour. For 
the 4 hours worked in excess of 40, the 
employee is entitled to receive one-half 
of his regular rate of pay, or 50¢ an 


*See Appendix. 
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hour, a total of $2. In his salary of 
$44 he has already been paid at straight 
time for the 44 hours worked during 
the work week. His total pay for the 
week is $44 plus $2, or $46 for the 
week. 


SPECIAL PAYROLL POINTERS 
FOR CLOTHING FIRMS WORK- 
ING ON GOVERMENT 
CONTRACTS 


With more and more government 
work finding its way into clothing 
shops, it again becomes important to 
point up the special payroll problems 
that arise in connection with doing 
government work because of the pro- 
visions of the Walsh-Healy Public 
Contracts Law. 

On December 3rd, 1948, the Secre- 
tary of Labor promulgated changes in 
the minimum hourly wages for the 
Heavy Outer-wear and for the Wool 
Trouser Branches of the Uniform and 
Clothing Industry under the Public 
Contracts Act, effective January 1, 
1949. 


Minimum Wages—Suit and Coat 
Branch 


1. The prevailing minimum wage 
for persons employed in the manufac- 
ture or supply of the products of the 
suit and coat branch of the uniform 
and clothing industry is 85 cents an 
hour or $34 in straight-time earnings 
per week of 40 hours, arrived at 
whether upon a time or piecework 
basis; and auxiliary workers, as here- 
inafter defined,* shall be paid not less 
than 65 cents an hour or $28 in 
straight-time earnings per week of 40 
hours, arrived at either upon a time or 
piece-work basis; provided that, learn- 
ers may be employed in the non-auxili- 
ary occupations of machine operating 
(except cutting), pressing, and hand 
sewing for not longer than 240 hours 
at a wage rate of not less than 65 cents 
an hour, except that if the experienced 
workers in the same occupations are 
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paid on a piece-rate basis, learners 
must be paid the same piece rates and 
earnings based on those piece rates if 
such earnings are in excess of 65 cents 
an hour. A learner for the purpose of 
this determination is a person who has 
not had, within the previous two years, 
240 hours’ experience in any non- 
auxiliary occupation in the same plant 
or not more than 240 hours’ experience 
in the same non-auxiliary occupation 
in another plant. If within the previous 
two years, a worker had had less than 
240 hours’ experience, the number of 
hours of previous experience shall be 
deducted from the 240 hour learning 
period. 


Minimum Wages—Heavy Outer- 
wear Branch 


The prevailing minimum wage for 
persons employed in the manufacture 
or supply of the products of the heavy 
outerwear branch of the uniform and 
clothing industry is 85 cents an hour 
or $34 in straight-time earnings per 
week of 40 hours, arrived at either 
upon a time or piece work basis; and 
auxiliary workers, as hereinafter de- 
fined, shall be paid not less than 65 
cents an hour or $26 in straight-time 
earnings per week of 40 hours, arrived 
at either upon a time or piece work 
basis; provided that, learners may be 
employed in the non-auxiliary occupa- 
tions of machine operating (except 
cutting), pressing and hand-sewing at 
rates of not less than 60 cents an hour 
for the first 240 hours and 65 cents an 
hour for the second 240 hours of a 480 
hour learning period, except that if ex- 
perienced workers in the same occupa- 
tion are paid on a piece-rate basis, 
learners must be paid the same piece- 
rates and earnings based on those piece- 
rates if such earnings are in excess of 
the authorized 60 and 65 cent minimum 
rates. 

Minimum Wages—Wool Trousers 

Branch 


The prevailing minimum wage for 
persons employed in the manufacture 
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or supply of the products of the wool 
trousers branch of the uniform and 
clothing industry is 75 cents an hour or 
$30 in straight-time earnings per week 
of 40 hours, arrived at either upon a 
time or piece-rate basis; and auxiliary 
workers, as hereinafter defined, shall 
be paid not less than 65 cents an hour 
or $26 in straight-time earnings per 
week of 40 hours, arrived at either 
upon a time or piece-rate basis; pro- 
vided that, learners may be employed 
in the non-auxiliary occupations of 
machine operating (except cutting), 
pressing and hand-sewing at rates of 
not less than 60 cents an hour for the 
first 240 hours and 65 cents an hour 
for the second 240 hours of a 480 hour 
learning period, except that if experi- 
enced workers in the same occupation 
are paid on a piece-rate basis, learners 
must be paid the same piece-rates and 
earnings based on those piece-rates if 
such earnings are in excess of the au- 
thorized 60 and 65-cent minimum rates. 
A learner for the purpose of this deter- 
mination is a person who has not had 
within the previous two years, 480 
hours’ experience in any non-auxiliary 
occupation in the same plant or not 
more than 480 hours’ experience in the 
same non-auxiliary occupation in an- 
other plant. If within the previous two 
years, a worker has had less than 480 
hours’ experience the number of hours 
of previous experience shall be de- 
ducted from the 480 hour learning 
period. 


Appendix 


The term “auxiliary workers” as applied 
to the employees in the uniform and clothing 
industry shall include only those employees 
engaged in the following auxiliary occupa- 
tions : 


1. Position Marking. The operation, by 
hand, of marking with punch, thread or chalk, 
the position of buttons, pleats, darts, pockets, 
buttonholes, etc., by the use of a template, 
rule or similar device. 


2. Shade aud Size Numbering. The opera- 
tion (except when done by sobar or other 
power-driven machine) of identifying a gar- 
ment part by marking or stamping the size, 
shade, or lot number with chalk or stamp, or 
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by sewing, pinning, or stapling a ticket to 
the garment part. 

3. Bundle Tying. The operation of tying 
together into bundles piles of garment parts, 
or partially finished garments. 

4. Bundle Ticketing. The operation, by 
hand, of preparing and attaching an identify- 
ing ticket to a bundle of work. 

5. Matching and Pairing. ‘he operation 
of pairing or matching garment parts. 

6. Basting Pulling. The operation of pull- 
ing out basting stitches. 

7. Hand Trimming. The o )peration of cut- 
ting away with scissors, excess piping, loops 
or tape. 

8. Cleaning. 
waste ends of threads resulting from 
or permanent stitchings. 

9. Turning. The operation of turning in- 
side out or outside in, parts of, or complete 
garments. Does not, however, include turning 
of lapels or collars. 

10. Floor Boys and Girls. Workers who 
carry bundles or materials from department 
to department or to workers. 

11. Porter. Performs the janitorial work 
of sweeping and cleaning the shop. 


The operation of clipping the 
“black” 
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12. Examiner's Helper. Performs minor 
preliminary checking tor rips, tears and other 
imperfections in the garment, but is not re- 
sponsible for the final determination as to 
the acceptability of the work. Also performs 
the operation of brushing the garment and 
removing loose lint or thread. 


Effective Dates 

The provisions of this determination which 
are applicable to the suit and coat branch 
of the uniform and clothing industry apply to 
all contracts subject to the Public Contracts 
Act, bids for which are solicited or negotia- 
tions otherwise commenced by the contracting 
agency on or after May 8, 1948. 

The provisions of this determination which 
are applicable to the suit and outerwear 
branch of the wool trousers branch, of the 
uniform and clothing industry apply to all 
contracts subject to the Public Contracts 
Act, bids for which are solicited or negotia- 
tions otherwise commenced by the contracting 
agency on or after January 1, 1949 

Nothing in these amendments shall affect 
any obligations for the payment of minimum 
wages that an employer may have under any 
law or agreement more favorable to em- 


ployees than the requirements of these amend- 
ments. 
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Depreciation and Recovery of Cost 
By Joun N. Myer 


HEN the income of a business 

for a certain year is equal to or 
exceeds the cost of the goods sold and 
the expenses applicable to that year’s 
operations, the business has recovered 
its costs for the year. If the income 
exceeds the total of the costs the busi- 
ness has made a net profit. 

Thus, by ‘recovery of cost” is meant 
that the amount of cash laid out by a 
business enterprise, or owing in the 
form of payables, to cover the cost of 
the goods sold and the various forms 
of expense* has been returned to it by 
its customers in the payments for the 
goods sold to them or is represented by 
receivables to be collected in due course. 
Most of the outlay would usually have 
occurred during the year but some 
might have occurred in prior vears, as 
in the case of the outlay for the fixed 
assets depreciated during the year. 

Take, for example, the case of the 
XYZ Corporation whose income state- 
ment for the year ended December 31, 
1948 shows, in condensed form: 


Wet $389,245 
Cost of goods sold 
before depreciation 207,891 
$181,354 
Depreciation ........ $ 12,85 
Other expenses (in- 
cluding federal in- 
COME 149,587 162,437 
Net profit carried 
to surplus .... $ 18,917 


* Due allowance being made for items ac- 
crued and deferred. 


Joun N. Myer, M.S., is As- 
sistant Professor of Accountancy in 
the School of Business and Civic 
Administration of The City College 
of New York. He has for some time 
specialized in the field of accounting 
interpretation and is the author of 
“Financial Statement Analysis.” 
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Recovery Effected through Sales 


The XYZ Corporation has recovered 
the cost of the goods sold (before de- 
preciation), $207,891, and all expenses 
(including depreciation) allocated to 
the period, $162,437, or a total of $370,- 
328. Since the income exceeds the cost 
of goods sold and the expenses, the 
business has made a net profit for the 
year, and this amounts to $18,917. It 
should be noted that the recovery took 
place through sales; if there had been 
no sales there would have been no re- 
covery. 

The “recovery of cost” is thus part 
of management’s analysis of the sales 
income into the two categories of (1) 
recovery of cost, and (2) net profit. It 
is a post-mortem analysis made after 
the operations for the period have been 
completed and is of value for studying 
the results of operations and for formu- 
lating policies for the future. 


Recovery through Depreciation? 


In the current discussion of deprecia- 
tion there has appeared a strange use 
of the word “recovery.” One writer has 
stated: 

“Depreciation is an accounting device by 
which business may recover, or set aside, 
out of earnings, amounts representing wear 
and tear, exhaustion and obsolescence of 
business property.” 


Another writer has said: 


“The accountant’s view of depreciation is 
that of a charge to current operations spread 
over the useful life of the assets in some 
reasonable fashion, and calculated to recover 
the cost of the investment over that period.” 


And he proceeds to discuss the prob- 
lem of “the recovery of the investment 
via the depreciation charge.” 

Now the discussion concerning de- 
preciation has developed because man- 
agement finds it costly, as a result of 
the rise in the price level, to replace 
exhausted or outmoded equipment. And 
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so, assuming that recovery takes place 
via the depreciation charge and that 
more recovery will ensue if the depre- 
ciation charge is increased, it is argued 
that such increase will make more 
money available for the purchase of 
new equipment. 

Since accounting depreciation is in 
reality the amortization of the cost of 
the fixed assets and is performed by a 
book entry consisting of paper and ink, 
it is not clear what these writers mean 
by “recovery through the depreciation 
charge.” It would appear from their 
statements as though they believe the 
business obtains money through the act 
of writing an entry for depreciation. 
Also, supplementing ‘“‘recovery” by 
“setting aside amounts out of earnings” 
gives the impression that not only does 
the business obtain cash through the 
“depreciation device” but then pro- 
ceeds to save that cash, presumably for 
the purchase of new assets. But, of 
course, no such thing occurs as a result 
of the bookkeeping for depreciation. 


Depreciation a Cost to be Recovered 

If, in the case of the hypothetical 
XYZ Corporation mentioned above, the 
depreciation were increased by an addi- 
tional allocation of $1,000 to the opera- 
tions for 1948, it might be said that the 
recovery had been increased by $1,000. 
But would that mean that the corpora- 
tion would have $1,000 more available 
for the purchase of new equipment? 
Of course not. It would simply mean 
that although the recovery of cost would 
he increased from $370,328 to $371,328. 
the net profit would have been reduced 
by $1,000 from $18,917 to $17,917. The 
result is thus but a shifting of $1,000 


within the analysis of sales income from 
the category of net profit to that of 
recovery of cost. 

Therefore, instead of saying that a 
business recovers the cost of its fixed 
assets through the depreciation charge, 
it should be said that the depreciation 
charge is part of the measure of the 
costs that must be recovered if the busi- 
ness is to show a profit. If the depre- 
ciation charge is increased the business 
needs to recover more; but this will 
not happen just because of the increase 
in the amount of the bookkeeping entry 
for depreciation. In the case of the 
XYZ Corporation the shifting of $1,000 
from the category of net profit to re- 
covery of cost caused no increase in 
cash, 


Depreciation and Sales Prices 


When one of the economists urging 
the increase of depreciation charges was 
asked by the writer to explain how an 
increase in depreciation would yield 
more cash to the business, he replied 
that because of the increased cost of 
production the selling price of the prod- 
uct would be raised and so the business 
would obtain more money. This is. 
however, not necessarily so. Anybody 
who deals with prices in a competitive 
market knows that they cannot always 
be raised just because of an increase 
in the record of the cost of production. 
Rather the reverse is the case; what 
costs the business may incur are de- 
termined by the prices it is able to ask. 
As one accountant remarked: “What 
would my client Mr. so-and-so say if 
I told him to increase his selling prices 
because I had increased the deprecia- 
tion on his books ?” 
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Taxability of Corporate Receipts Diverted 
by Officer-Stockholder 


(Some observations on the impact of the Wilcox case) 
By Meyer RoTHWACKs 


HE narrow purpose of this paper is 
to invite attention to Currier v. 
Commissioner, a case of some impor- 


MeYER RoTHWACKs is assistant 
chief of the Criminal Section of the 
Tax Division, Department of Justice. 
He is a member of the New Jersey 
Bar and of the Federal Bar Associa- 
tion. He is a graduate of the Cornell 
Law School. 

Prior to his appointment to the 
Tax Division in 1941, Mr. Roth- 
wacks had engaged in the practice of 
law at Newark and Passaic, New 
Jersey. Mr. Rothwacks has lectured 
before the Tax Institutes of the 
American, Georgetown, and New 
York Universities and of the Fed- 
eral Bar Association. He is the author 
of a manual used by federal attorneys 
inthe prosecution of tax evasioncases. 

This article is reprinted, by per- 
mission, from the Proceedings of the 
7th Annual Institute on Federal 
Taxation, copyright 1949, New 
York University, approximately 
1500 pages, publisher Matthew Ben- 


der & Co., Albany 1, N. Y. 


tance in the administration of the crimi- 
nal tax laws. A broader purpose, how- 
ever, is to survey briefly the taxability 
of illegal gains prior to and following 
Commissioner v. Wilcox? and to at- 
tempt some exposition of the criteria 
therein announced. The plan of this 
paper is to discuss seriatim the status 
preceding Wilcox; the Wilcox case; 
the Currier case; and some possible 
questions remaining after Wilcox. 


I. Pre-WILcox 


Prior to Wilcox it was generally held 
that funds tainted with illegality never- 
theless constituted taxable income to 
the recipient. The reported cases in- 
volve a multiplicity of types of illegal 
gains, e.g.: bootlegging receipts ;* pro- 
tection money;> bribes; usurious in- 
terest ;” extortion funds ;$ misappropria- 
tions by fiduciary ;? gambling receipts.!° 
Whether articulated or not, taxability 
in these cases turned, in whole or part, 
on the following factors: the scope of 
section 22(a) of the Internal Revenue 
Code; its administrative interpreta- 
tion; the equation of income and eco- 
nomic benefit; the impracticability of 


170 F.Supp. 219 (Mass. 1947), 166 F.(2d) 346 (C.C.A. Ist, 1948). 


2 327 U.S. 404 (1946). 


3 Cf. Ray v. United States, 260 Fed. 131 (C.C.A. 2d, 1919); McKnight v. Commissioner, 
127 F.(2d) 572 (C.C.A. 5th, 1942) ; Commissioner v. Turney, 82 F.(2d) 661 (C.C.A. Sth, 


1936). 


4 United States v. Sullivan, 274 U.S. 259 (1927) ; Steinberg v. United a F.(2d) 


564 (C.C.A. 2d, 1926); Benetti v. United States, 97 F. (2d) 263 (C.C.A. 9th 

5 Johnson vy. United States, 318 U.S. 189 (1943), rehearing denied, 318 U.S. 801; United 
States v. Skidmore, 123 F.(2d) 604 (C.C.A. 7th, 1941), cert. “den. 315 U.S. 800 

6 United States v. Pendergast, 28 F.Supp. 601 (W.D. Mo. 1939) ; Caldwell v. Commis- 


sioner, 135 F.(2d) 488 (C.C. ‘A. 5th, 1943) ; 
(C.C.A. 2d, 1933), cert. den. 289 U.S. 759; 


United States v. Commerford, 64 F.(2d) 28 
Rose v. 


United States, 128 F.(2d) 622 (C.C.A. 


10th, 1942), cert. den. 317 U.S. 651; Chadwick v. United States, 77 F.(2d) 961 (C.C.A. 5th, 


1935), cert. den. 296 U.S. 609. 


7 Barker v. Magruder, 95 F.(2d) 122 (App.D.C. 1937). 
8 Humphreys v. Commissioner, 125 F.(2d) 340 (C.C.A. 7th, 1942), cert. den. 317 U.S. 


637. 
9 National City Bank of New York v. 
United States v. Wampler, 5 
10 United States v. 


Helvering, 98 F.(2d) 93 (C.C.A. 


F.Supp. 796 (Md. 1934). 
Zimmerman, 108 F.(2d) 370 (C.C.A. 7th, 1939); United States v. 


2d, 1938) ; 


Johnson, 319 U.S. 503 (1943), rehearing denied, 320 U.S. 808. 
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concern with matters of title; the legis- 
lative history of section 22(a). 

‘The definition of gross income in the 
Internal Revenue Code!! indicates a 
broad concept of the term, expressly 
including “gains or profits and income 
derived from any source whatever.” In 
Helvering v. Clifford,’? the Supreme 
Court stated that the statutory lan- 
guage manifested a Congressional 
“purpose * * * to use the full measure 
of its taxing power * * * without frus- 
tratioa by technical consideration, legal 
niceties, or the legal paraphernalia 
which inventive genius may construct 
as arefuge” from taxation. The Treas- 
ury Department’s administrative inter- 
pretation of section 22(a) reinforced 
this concept of income: prior to IVilcox 
it had ruled!s that the proceeds of em- 
hezzlement constituted taxable income 
and that the human energy expended 
in the acquisition of the illegal gains 
constituted the “labor” from which the 
income was derived, 

The equation of income and eco- 
nomic benefit is illustrated in Burnet v. 
Wells..* There the Supreme Court an- 
nounced that tax liability “may rest 
upon the enjoyment by the taxpayer of 
privileges and benefits so substantial 
and important as to make it reasonable 
and just to deal with him as if he were 
the owner, and to tax him on that 
basis.” See also Helvering v. Horst'5 
and Commtssioner v. Tower.16 The 
disinclination of the courts to become 
involved in matters of title and their 


11 Sec. 22. Gross Income. 


regard for the practical aspects of reve- 
nue raising was voiced in National City 
Bank vy. Helvering,” in which Judge 
Learned Hand stated: 

Although taxes are public duties 
attached to the ownership of prop- 
erty, the state should be able to exact 
their performance without being 
compelled to take sides in private 
controversies. Possession is in gen- 
eral prima facie evidence of owner- 
ship, and is perhaps indeed the 
source of the concept itself, though 
the time is long past when it was 
synonymous with it. It would be in- 
tolerable that the tax must be as- 
sessed against both the putative tort- 
feaser and the claimant; collection of 
the revenue cannot be delayed, nor 
should the Treasury be compelled to 
decide when a possessor’s claims are 
without legal warrant. If he holds 
with a claim of right, he should be 
taxable as an owner, regardless of 
any infirmity of his title; no other 
doctrine is practically possible and 
no injustice can result. 


The legislative history of section 
22(a) buttressed the conclusion that 
Congress intended to tax all gains, 
whether lawful or unlawful. Section 
II B of the Income Tax Act of 1913, 
38 Stat. 167, provided that— 

* * * the net income of a taxable 
person shall include gains, profits, 
and income derived from salaries, 
wages or compensation for personal 


(a) General Definition. —“Gross income” includes gains, profits, and income de- 
rived from salaries, wages, or compensation for personal service, of whatever kind 
and in whatever form paid, or from professions, vocations, trades, businesses, com- 
merce, or sales, or dealings in property, whether real or personal, growing out of the 
ownership or use of or interest in such property; also from interest, rent, dividends, 
securities, or the transaction of any business carried on for gain or profit, or gains or 
profits and income derived from any source whatever... . 


2309 U.S. 331, 334 (1940). 


13 G.C.M. 16572 XV-1 Cum. Bull. (1936) 82. Cf. G.C.M. 24945 2 Cum. Bull. (1946) 27, 


which announces the Treasury's position in the light of Wilcox. 


14 289 U.S. 670, 678 (1933). 
311 U.S. 112 (1940). 
16 327 U.S. 280 (1946). 


1798 F.(2d) 93, 96 (C.C.A. 2d, 1938). 
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service of whatever kind and in 
whatever form paid, or from profes- 
sions, vocations, businesses, trade, 
commerce, or sales, or dealings in 
property, whether real or personal, 
growing out of the ownership or use 
of or interest in real or personal 
property, also from interest, rent, 
dividends, securities, or the transac- 
tion of any /awful business carried 
on for gain or profit, or gains or 
profits and income derived from any 
source whatever, . (Italics sup- 
plied.) 


The Revenue Act of 1916, 39 Stat. 757, 
section 2(a), reenacted this provision 
but omitted the word “lawful” before 
the word “business”. Since then the 
final clause, as incorporated in section 
22(a), reads “also from interest, rent, 
dividends, securities, or the transaction 
of any business carried on for gain or 
profit, or gains or profits and income 
derived from any source whatever .. .” 
See United States v. Sullivan'® and 
Mr. Justice Burton’s dissenting opin- 
ion in Commissioner v. Wilcox, supra, 


p. 411 


II. THe Witcox CAsE 


Wilcox squarely held that embezzled 
funds do not constitute taxable income. 
The pertinent facts were: the taxpayer, 
employed as a bookkeeper by a corpo- 
ration, had converted to his own use 
monies paid to the corporation ; he sub- 
sequently lost the amounts in gam- 
bling; the corporation did not condone 
or forgive the taking of the money; 
the taxpayer was convicted of the crime 
of embezzlement. Mr. Justice Murphy’s 


18 274 U.S. 259 (1927). 


opinion acknowledged that section 
22(a) was cast in broad sweeping 
terms but asserted (p. 407) that: 

Not every benefit received by a 
taxpayer from his labor or invest- 
ment necessarily renders him tax- 
able. Nor is mere dominion over 
money or property decisive in all 
cases. In fact, no single, conclusive 
criterion has yet been found to de- 
termine in all situations what is a 
sufficient gain to support the impo- 
sition of an income tax. 


The court announced the now famous 
criteria of taxability (citing its former 
decision in North American Oil v. 
Burnet) :19 
* * * taxable gain is conditioned 
upon (1) the presence of a claim of 
right to the alleged gain and (2) the 
absence of a definite, unconditional 
obligation to repay or return that 
which would otherwise constitute a 
gain. Without some bona fide legal 
or equitable claim, even though it be 
contingent or contested in nature, the 
taxpayer cannot be said to have re- 
ceived any gain or profit within the 
reach of section 22(a). 


It applied these criteria to the facts 
and concluded that Wilcox had re- 
ceived the amounts in question “with- 
out any semblance of a bona fide claim 
of right”; that “he was at all times un- 
der an unqualified duty and obligation 
to repay the money to his employer” ; 
that the taxpayer’s employer “at all 
times held the taxpayer liable to return 
the full amount”; that “the debtor- 
creditor relationship was definite and 


19 286 U.S. 417 (1932). The court stated therein (p. 424): 

“If a taxpayer receives earnings under a claim of right and without restriction as 
to its disposition, he has received income which he is required to return, even though 
it may still be claimed that he is not entitled to retain the money, and even though he 
may still be adjudged liable to restore its equivalent.” 


It should be noted, as the Government argued in the Wilcox case, that in North Ameri- 


can Oil the monies involved indisputably were received under a claim of right. 


It was there- 


fore urged by the Government that there was no reason to suppose that the language of the 
above excerpt required receipt under a claim of right as a prerequisite to taxability; the 
language described the factual situation and was not intended to mark the outermost limits 


of the concept of income. 
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unconditional” ; and that “all right, title 
and interest in the money rested with 
the employer.” The taxpayer’s dissipa- 
tion of the embezzled funds was held 
immaterial. The court conceded, how- 
ever, that profits derived from the em- 
bezzled funds might have been taxable 
regardless of the illegality involved. 
The court also conceded that had the 
employer condoned or forgiven any 
part of the unlawful appropriation the 
taxpayer might have been subject to 
tax liability to that extent. 

Mr. Justice Burton’s dissent asserted 
that the taxability.of embezzled funds 
was warranted by the broad scope of 
section 22(a) and by the legislative and 
administrative history of that section. 
It emphasized the embezzler’s posses- 
sion, use of and dominion over the 
funds. On the apparent assumption 
that the majority opinion left unim- 
paired the taxability of illegal gains 
other than embezzled funds, the dissent 
pointed to the inconsistency between 
the tax treatment accorded embezzled 
funds and funds acquired by extortion, 
fraud or usurious practices. 


II]. THe Currier Case 

Currier v. Commissioner, supra, de- 
cided after Wilcox, posed this question : 
did an officer-stockholder of a corpora- 
tion who admittedly diverted corporate 
receipts to his own benefit take (1) 
without a claim of right and (2) witha 
present and unconditional obligation to 
repay, so that the amounts involved 
constituted neither his own income nor, 
for practical purposes, the income of the 
corporation because of a loss deduction 


20 Section 145(b), Internal Revenue Code. 


to which it would be entitled under 
section 23(f) of the Code? 

Currier was the president, treasurer, 
a director and owner of 75% of the 
only class of stock of the canue Lum- 
ber corporation. The remaining 25% 
of the stock was held by his wife. In 
1943 and 1944, he received numerous 
checks given in payment for corporate 
sales of lumber and payable to it. He 
endorsed the checks and either de- 
posited them in his personal account or 
cashed them and retained the proceeds. 
No record or account of the receipt or 
the use of any of the checks appeared 
upon the books of the corporation. No 
persons connected with the corporation, 
other than Currier, knew of the receipt 
or disposition of the checks. The ag- 
gregate amount of the diverted corpo- 
rate receipts for 1943 was approxi- 
mately $83,500; for 1944, $21,000. 
These amounts were not reflected in 
the corporate books and records or in 
the corporate returns for 1943 and 
1944; nor were they reported in Cur- 
rier’s individual income tax returns. 

Currier and the corporation were in- 
dicted? for wilfully attempting to 
evade and defeat corporate taxes for 
1943 and 1944 based on the full amount 
of the diverted receipts. Currier alone 
was indicted for the wilfully attempted 
evasion of his individual income tax 
liability for both years. The additional 
unreported net income charged to him 
for 1943 was approximately $26,000; 
for 1944, $10,000. These amounts, less 
than the total diverted corporate re- 
ceipts for each year, were considered 
as constructive dividends available for 


Imputation of criminal intent to the ae 


tion (relating only to the indictment charging evasion of corporate taxes) was warranted, 


the view of the appellate court, because the evidence showed that Currier ‘ 
and not against the interests of the corporation” 
Because of his legal owership of 75 per cent of the 
ownership of the remainder, the court considered the Currier Lum- 


record and report the funds in question. 
stock and his “equitable” 
ber Company 
concluded that the 
New York Central R. 
Arrow Packing Corp., 
369, 377 (C.C.A. 8th, 
477, 478 (C.C.A., 3d, 
Joplin Mercantile Co. v. 


United States, 
R. v. States, 
153 F.(2d) 669 (C.C.A. 
1943), rt. den. 
1939) ; Zito v. 
United States, 
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“an essentially individual ownership business . . . 
“corporation cannot escape responsibility because of the corporate form.” 
150 F.(2d) 85, 
212 U.S. 481, 494, 495 (1909) ; 
320 U.S. 788; Mininsohn v. 
United States, 64 F.(2d) 772, 
213 Fed. 926, 935-936 (C.C.A. 9th, 1914). 


‘was acting Pr 
in connection with the receipt and failure to 


run in corporate form,” and 
1945). See also 
United States v. 
137 F.(2d) 
101 F.(2d) 
1933) ; 


89-90 (C.C.A. 9th, 
United States, 
United States, 
(GCA, 7th, 


2d, 1946) ; Egan v. 
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distribution to him under section 
115(a) of the Internal Revenue Code.?! 

The trial court (jury having been 
waived) found Currier and the corpo- 
ration guilty as charged. As to the in- 
dictment charging corporate evasion, 
it held that the purchasers of lumber 
gave checks to Currier as agent of the 
corporation ; that he was authorized to 
receive them that since the corporation 
was on an accrual basis, it at least had 
receivables from Currier personally in 
the amount of the diverted checks. As 
to the indictment charging Currier with 
individual income tax evasion, the trial 
court stated that “the extraordinary 
rule enunciated in Commissioner v. 
Wilcox could not be extended to em- 
brace the situation at hand”; that as a 
corporate officer Currier exercised au- 
thority to transfer to himself as an indi- 
vidual not only possession and custody 
of, but legal title to the checks; that 
this involved more than “the bare re- 
ceipt of property or money”; that Cur- 
rier was the legal owner of 75% of the 
stock and the equitable owner of the 
remaining 25%.22 The court also ex- 
plicity found that at the time Currier 
took the checks he did not do so with 
intent to steal or embezzle but that he 
regarded them as substantially his own 
property.?8 


21 Sec. 115, Internal Revenue Code: 


It was contended on appeal that ap- 
plication of the criteria of Wilcox fore- 
closed taxability as to both the individ- 
ual and the corporation. The receipts 
in question were the property of the 
corporation. They were wrongfully 
diverted (embezzled) by Currier and 
applied to his own use. He therefore 
had no claim of right to them and was 
under an obligation to repay or return. 
The minority stockholder and the re- 
maining official personnel of the corpo- 
ration had no knowledge of the diver- 
sion; there was no condonation or 
forgiveness. The diverted corporate 
receipts therefore did not constitute 
taxable income to Currier. The em- 
bezzlement entitled the corporation to a 
loss deduction in the full amount of the 
unreported receipts ; its net income was 
correctly reported and there was there- 
fore no basis for prosecution on corpo- 
rate evasion charges. 

The United States Court of Appeals 
for the First Circuit affirmed the judg- 
ments. It held Wilcox inapplicable 
since the trial court’s finding ruled out 
the existence of embezzlement. The 
diverted receipts, therefore, constituted 
corporate income in toto and Currier’s 
personal income, at least to the extent 
available for distribution of dividends 
therefrom. 


(a) Definition of Dividend. — The term “dividend” when used in this chapter . 
means any distribution made by a corporation to its shareholders, whether in money or 
in other property, (1) out of its earnings or profits accumulated after February 28, 1913, 
or (2) out of the earnings or profits of the taxable year (computed as of the close of 
the taxable year without diminution by reason of any distributions made during the 
taxable year), without regard to the amount of the earnings and profits at the time 


the distribution was made. 


(b) Source of Distributions. — For the purposes of this chapter every distribution 
is made out of earnings or profits to the extent thereof, and from the most recently 


accumulated earnings or profits. . 


The absence of a formal declaration of dividends was considered immaterial, since the 


appropriation constituted an informal allocation of business profits. 


Cf. Regensburg v. 


Commissioner, 144 F. (2d) 41 (C.C.A. 2d, 1944), cert. den. 323 U.S. 783; Hadley v. Commis- 
sioner, 36 F.(2d) 543 (App.D.C., 1929); Chattanooga Sav. Bank v. Brewer, 17 F.(2d) 79 
(1927) (C.C.A. 6th) ; Anketell Lumber & Coal Co. v. United States, 1 F.Supp. 724 (Ct. Cl. 
1932). 

22 The trial court found that Currier’s wife had received the legal title of 25 per cent of 
the stock as a gift and that she had received no dividends thereon. 

23 To some extent the Court relied upon the doctrine that where an act may have been 
done with either of two intentions, one of which was lawful and the other criminal, there is 
no presumption that the intent was criminal. Hubbard v. United States, 79 F. (2d) 850, 853 
(C.C.A. 9th, 1935). 
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IV. WuHitHer Witcox? 


What can be said of the impact of 
IVilcox on Currier? It has been sug- 
gested that Currier involved no ques- 
tion of the application of [Vilcox; that 
this was foreclosed by the trial court’s 
finding that there was no intent to em- 
bezzle; that it may therefore still be 
contended that where a_taxpayer- 
diverter is an officer and substantiai 
stockholder of a corporation the theo- 
retical possibility remains that he in- 
tended to embezzle and that Wilcox 
applies. Whatever the merits of this 
suggestion may be, it appears likely 
that Currier will be cited as holding 
(a) that substantial ownership of a 
corporation by the diverter of corpo- 
rate receipts requires a finding of no 
intent to embezzle, or (b) that such 
ownership is, at the least, persuasive 
evidence that no such intent existed. 
See United States v. Chapman,?* 168 
F.(2d) 997 (C.C.A. 7th 1948). 


As stated above, IVilcox announced 
the following criteria of taxability: the 
presence of a claim of right (a bona 
fide legal or equitable claim) and the 
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absence of a definite, unconditional 
obligation to return.or repay. The ap- 
plication of these criteria would seem 
to present no extraordinary problem 
where there is at least a claim of right 
of possible legality at the time of the 
receipt of the funds in question; for 
example, advance rentals,?> dividends 
subject to be returned*® and proceeds 
of a contract subject to recission?” have 
been held to constitute taxable income. 
However, a literal reading of the 
Wilcox tests would seem to support 
the thesis that amounts obtained by 
patent illegality are non-taxable to the 
recipient.?8 It may seem unrealistic, for 
example, to distinguish (on the basis 
of the requirements of Wilcox) be- 
tween embezzled funds and the pro- 
ceeds of forgery, extortion, swindling. 
Nevertheless, at least one court has re- 
fused to extend HW/ilcox where patent 
illegality was involved. In Akers v. 
Scofield,?? money was obtained from a 
victim under the false representation 
that she would obtain some maps which 
were allegedly in existence in Mexico 
and which would reveal the location on 
her ranch of a substantial amount of 


Win this case the president and principal stockholder of a corporation was charged 
with the wilfully attempted evasion of his individual income taxes based on over-ceiling 


exactions on meat sales. The C 
collect . the amounts in question 


Court stated that even if it were show n that the taxpayer had 
as agent for the corporation, 


“it would not necessarily 


follow that there would be no liability on his part for attempted evasion of the taxes due on 


such collections. See United States v. 


Currier Lumber Co., 


70 F.Supp. 219. Hence we find 


the Wilcox case no authority for holding appellant not liable for the tax evasion here 


charged.” 


5 Renwich y. United States, 87 F.(2d) 123 (C.C.A. 7th, 1937). 

6 Angelus Building & Investment Co. Commissioner, 57 F.(2d) 130 (C.C.A. 9th, 
1932), cert. den. 286 U.S. 562; St. Regis Paper Co. v. Higgins, 157 F.(2d) 884 (C.C.A. 2nd, 
1946); Haberkorn v, United States, 78 F.Supp. 192 (E.D. Mich., 1948). Cf. Greenwald _v. 
United States, 57 F.Supp. 569 (Ct.Cl., 1944) ; Wells v. United States, 64 F.Supp. 476 (Ct.C1., 
1946); Gargaro v. United States, 73 F.Supp. 973 (Ct.Cl., 1947). 

7 Griffin v. Smith, 101 F.(2d) 348 (C.C.A. 7th, 1939) cert. den. 308 U.S. 561. 

“8 See, e.g., Gargaro v. United States, supra, which seemingly warrants this sihaiiie 
as an a fortiort matter, In this case, the taxpayer was paid a bonus by his corporation in 


= 2, based on the 


premise that the corporation had earned a certain amount of profit in that 


‘ar. Ina subsequent year, the putative profits were reduced, as a result of renegotiation. 


repaid some 
bonus was excessive. 


e taxpayer 
that the 1942 
tax. Applyi 
claim of right in 1942; 
relevant data. 
due, the Court stated, 


$24,000 to the corporation in 1945 because 
It was held that he was entitled to a retund on his 1942 
ng the W ilcox criteria, the Court stated 
that his claim was neutralized by the fact that he was ignorant of the 
Although the taxpayer was under no obligation to repay in 1942, 
to the fact that a Governmental agency 


of the ascertainment 
that the taxpayer did not take under a 


that was 
had not yet exercised its 


statutory discretion to initiate renegotiation proceedings. 


2973 F.Supp. 553 (W.D. Tex., 
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buried gold. The money thus obtained 
was held to be taxable income. Wilcox 
was distinguished on the ground that 
whereas embezzlement passed no title, 
a swindler received at least a voidable 
title under the laws of the State of 
Texas.%9 

Do Currier, Chapman and Akers in- 
dicate a tendency to limit, rather than 
extend, Wilcox? In future litigations, 


taxpayers may be expected to stress 
the literalness of the Wilcox criteria in 
arguing non-taxability. The contrary 
position may turn on a reading of the 
Wilcox criteria in their factual context 
and an insistence, as suggested in Mr. 
Justice Burton’s dissent, that IVilcox 
has left unimpaired the taxability of 
illegal gains other than embezzled 
funds, 


30 The trial court held that Akers acquired from his victim not only the possession but 
the title to the money there involved; that until title was divested out of him by court action 
brought by the one defrauded, he had the legal right to retain and pass title to his ill-gotten 
gains. The appellate court held that this was a correct statement of the law; that whether 
the person swindled cculd have brought suit and recovered judgment for the amount of the 
money so fraudulently obtained, standing alone, is not determinative of the tax consequences ; 
that Akers fixed his status in relation to this money by the representations that he had made 
in securing it; that he never established, nor did he intend to establish, the relation of debtor 


and creditor, or trustee and cestui que trust. 
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New York State Tax Clinic 


Conducted by BENJAMIN Harrow, C.P.A. 


New York State 
Unemployment Insurance 


Last month we referred to the 
November, 1948, issue of the New 
York University Law Quarterly Re- 
view which was devoted to a survey 
of significant current changes in all 
branches of the Law in New York. We 
discussed the section devoted to local 
and state taxation and some of the 
changes in that field. In this issue we 
shall consider some of the recent 
changes in the New York State Unem- 
ployment Insurance Law. A review of 
these changes was made by Professor 
Lois MacDonald. 

The 1948 legislature raised the maxi- 
mum weekly benefits to $26. Professor 
MacDonald says that the total volume 
of benefits estimated for the next year 
is about $20,000,000. : 

Changes were made in the Tax 
Credit Plan (merit rating). A legal 
reserve is established for the fund of 
three and one-half times the volume of 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
presently serving on the Society’s 
Committees on Federal Taxation, 
State Taxation, Cooperation with 
the State Education Department 
and Its Agencies, and Cooperation 
with the Bar. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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contributions of the preceding calendar 
year, or $900,000,000, whichever is 
lower. Professor MacDonald estimates 
that the additional amount available to 
employers as tax credits for the current 
year beginning October 1, 1948, will be 
about $80,000,000. 

A 1948 amendment to the law pro- 
vides that the payment of a bonus by 
an employer at the end of the year may 
be spread through the four calendar 
quarters. This enables the employer to 
get a better rating under the experience 
factor. 

A 1948 amendment to the law effec- 
tive June 1, 1948, provides that an 
employer who is paying taxes in other 
states on wages up to $3,000 on certain 
of his employees is not required to pay 
taxes on those wages if the employees 
subsequently render services in New 
York during the same calendar year. 
Before the amendment such credit was 
allowed only where other states allowed 
a similar credit. 

Effective March 21, 1948, an em- 
ployer who moves all or a part of his 
business into New York may transfer 
his employment and experience records 
for purposes of establishing his unem- 
ployment insurance status provided he 
fulfills the following conditions: He 
must have paid wages subject to the 
Federal Unemployment Tax Act for 
seventeen consecutive calendar quar- 
ters immediately preceding the date of 
computation; he must file notifications 
prior to the date of computation; and 
he must make available certain informa- 
tion with respect to wages and benefits 
paid. 

An important change effective 
March 29, 1948, makes it possible for 
a new business acquiring the business 
of a qualified employer to establish a 
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joint account combining the experience 
records of both the old and all of the 
new units. If a successor business is not 
covered because it has less than four 
employees an application may be made 
for voluntary coverage as of the date 
of transfer of the old business. 

Some Recent Court Decisions Under 
the Unemployment Insurance Act—In 
Fulton Ship Operators v. Corsi, 273 
App. Div. 614, a maritime insurance 
company operated as a broker and 
claims adjuster. It had a contract to 
manage the affairs of two underwriting 
concerns. The Court held that the in- 
surance company was the employer of 
persons engaged to transact the busi- 
ness of the two underwriting companies 
because of the control the insurance 
company exercised over the personnel 
of the two companies. 

In another case! a medical partner- 
ship was held not to be subject to the 
tax on amounts paid to its limited part- 
ners, There did not exist an employer- 
employee relationship. A private physi- 
cian who works in a hospital or a clinic 
is an independent contractor and not an 
employee. He would be liable for his 
own wrongs to the patients whom he 
undertakes to serve. 

Organizations engaged in wholly 
educational and non-profit activities are 
exempt from the Unemployment Insur- 
ance tax law. This exemption was up- 
held in the case? of an opera company 
organized for the purpose of aiding 
singers and producing operatic per- 
formances. Its activities were held to 
be exclusively educational. 

The Unemployment Insurance tax law 
does not cover “officers and members 
of crews” engaged in navigation. It was 
held3 that operators of non-self-pro- 
pelled barges do not come within this 
exemption provision. In the absence 
of Federal legislation state statutes may 
cover certain employments in the mari- 
time field even though there is ad- 


1 Slocum v. Corsi, 273 App. Div. 353. 
2JIn re: Guerin, 271 App. Div. 717 


miralty jurisdiction in the Federal gov- 
ernment. 

An employer is subject to the Unem- 
ployment Insurance tax with respect to 
employees working outside New York 
State if the “‘base of operations” is New 
York. In one case* an employer was 
held subject to the tax on earnings of 
musicians and other employees who 
performed services both within and 
without the state. The point of origin 
and direction of the activities were in 
New York. In another case* a claimant 
was held to be entitled to wage credits 
on the basis of earnings received from 
services performed in New Jersey as 
well as in New York, for the reason 
that the employee was controlled and 
directed from a New York office, even 
though a substantial amount of time 
was spent in New Jersey. 


Pending Matters—Professor Mac- 
Donald calls attention to the current 
agitation especially on the part of labor 
organizations to extend unemployment 
coverage to wage losses due to sickness. 
The New York State Advisory Council 
on Placement and Unemployment In- 
surance recommends the extension of 
the law to cover employers of one or 
more and also to an equalizing tax in 
the case of employers who are subject 
to the New York tax (four or more 
employees) but not to the Federal Un- 
employment tax (eight or more em- 
ployees). The Advisory Council also 
recommends extra allowances to em- 
ployees with dependents. 


Unincorporated Business Tax 
Deduction For Salary Allowance 


Last month we called attention to the 
fact that the proprietor’s salary allow- 
ance is limited to 20% of the net in- 
come of the business, whether individ- 
ual or partnership, before considering 
such salary, instead of 20% of the gross 
income less ordinary and necessary ex- 


3 In re: Arundel Corporation, 273 App. Div. 399. 


4In re: Sasche, 79 N.Y.S. (2d) 306. 
5Jn re: Mallia, 273 App. Div. 391. 
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penses. In the printing this item was 
incorrectly shown as 25% and the word 
partnership appeared as corporation. It 
should be noted that this change was 
made by the legislature in 1948 and 
the regulations were changed in 1949 
to conform to this change in the law. 
The effect of the change is to reduce 
the salary allowance where the $5,000 
maximum does not apply. 


Payment of Additional Assessment 


An additional assessment of income 
tax may now be paid within thirty days 
after the notice of assessment of the 
tax has been mailed by the Tax Com- 
mission. The 1949 legislature recently 
changed Sec. 377 which theretofore 
provided for payment within ten days. 
The change becomes effective on July 
1, 1949. 


Joint Returns of 

Husband and Wife 

Art. 521 has been revised as of Feb- 
ruary 8, 1949, to require the signatures 
of both spouses on a joint return. If one 
spouse signs for the other as agent the 
authorization for such agency must ac- 
company the return. Both spouses 
under those circumstances “‘assume the 
responsibility for making the return” 
and both “incur liability for the penal- 
ties provided for erroneous, false or 
fraudulent returns”. 

A return may be made by an agent 
if the person liable for the return is 
unable to make it because of illness, 
minority, or nonresidence. 
The agent assumes the responsibility 
for making the return and for any re- 
sulting penalties. The authority to act 
as such agent must accompany the re- 
turn. (Art. 522) 


absence, 


Doing Business—Buying 

Office in New York 

Kevised franchise tax regulations 
clarify the liability for franchise tax 
where a foreign corporation maintains 
a purchasing office in New York, Ex- 
ample 8 of Article 141 cites the case of 
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a foreign corporation that operates sev- 
eral retail stores outside New York. It 
maintains an office in New York for 
the convenience of its buyers. The buy- 
ers purchase merchandise in New York 
for other retailers who pay the corpora- 
tion a commission for these services. 
Salesmen call at the office to solicit 
orders and merchandise is shipped by 
the sellers direct to offices of the foreign 
corporation outside New York. The 
foreign corporation is subject to the 
franchise tax. 

If the foreign corporation has several 
employees permanently assigned to the 
office who examine merchandise pur- 
chased by the corporation, separate it 
and ticket it and then ship the mer- 
chandise to the corporation’s stores out- 
side New York, it is likewise subject to 
the franchise tax. (Example 9). 


Allocation—Receipts Factor 


Art. 413 (2) adds two examples of 
sales allocable to New York. In ex- 
ample 7, an order is received or ac- 
cepted in New York. The order is filled 
from a stock of goods stored outside 
New York at the plant of an inde- 
pendent contractor who manufactures 
the goods and ships them to the cus- 
tomer. The receipt from the sale is 
allocated to New York since the plant 
of the independent contractor is not a 
permanent or continuous place of busi- 
ness maintained by the taxpayer. 

In example 8, the New York cor- 
poration leases space at the contractor’s 
plant for the storage of goods manu- 
jactured for it. Shipments are made 
from the contractor’s plant by a ship- 
ping clerk employed by the New York 
corporation. The order is received or 
accepted in New York. Even under this 
state of facts the receipt from the sale 
is allocated to New York. The con- 
tractor’s plant is not deemed to be a 
permanent or continuous place of busi- 
ness outside of New York. 


Allocation—Property Factor 
The situs of tangible property is in 
New York if it is located in New York, 
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even though it is stored in a bonded 
warehouse. 


Definition of Investment Capital 

The term refers to investments in 
stocks, bonds and _ other securities 
issued by any corporation. The revised 
regulations (Art. 331) make it clear 
that other securities do not include real 
property mortgages. 

In computing entire net income at- 
tributable to investment capital or in- 
come, the commission in its discretion 
may reduce such income by related 
deductions. Before the present revision 
of Article 432 of the regulations, one of 
these deductions was the excess of cap- 
ital losses over capital gains from in- 
vestment capital. This deduction has 
been deleted in the revision and ap- 
parently such excess losses will be 
treated as a deduction from business 
income, 


Limitation on Assessment 

After the filing of the franchise tax 
return the Tax Commission must re- 
view the return within five years there- 
after if it wishes to make any assess- 
ment. After five years the Tax Com- 
mission is deemed to have assessed a 
tax in the amount as shown on the 
report. 

The revision of Art. 600 makes clear 
that the filing of an information report 
on Form 245 CT does not start the five 
year period of limitation. That report is 
not considered as a substitute for the 
filing of a franchise tax report. 

Form 245 CT is an activities report 
of foreign corporations required to be 
filed only by those foreign corporations 
that disclaim liability for tax but who 
nevertheless maintain in New York, 
officers, agents or representatives as 
employees with a fair degree of regu- 
larity and continuity. Authority for re- 
quiring this report is contained in Sec- 
tion 211 of Art. 9A of the tax law. On 
the basis of this report if the Tax Com- 
mission determines that the corporation 
is subject to tax it will notify the cor- 
poration to file a regular franchise tax 
report on form 3 CT. However, the 
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Tax Commission does not notify the 
corporation if it determines that the 
corporation is not subject to tax, so 
that the corporation is always in a state 
of suspense as to its tax liability. Per- 
haps the Tax Commission should on its 
own initiative notify the corporation in 
those situations, that on the basis of its 
245 CT report for the particular year 
it is not subject to tax. 


Depreciation 


This is today an intriguing issue for 
the business man, the accounting pro- 
fession and for the tax authorities. 
Customarily the business man will 
write off the cost of depreciable assets 
on some intelligent basis over the esti- 
mated life of the asset. For the past 
few years the business man, conscious 
of the inflationary phase of the eco- 
nomic cycle in which he is carrying on 
his business, has been keenly aware that 
the replacement value of his plant and 
equipment is much higher than the 
original cost or depreciated value of his 
fixed assets. To meet this situation, 
particularly at a time when many bil- 
lions of dollars are actually being in- 
vested in new plant and equipment each 
year, the business man suggests that 
depreciation should be taken each year 
not on original cost but rather on re- 
placement values, regardless of whether 
expenditures are actually made for re- 
placements or additional plant. This 
suggestion is not merely a plea for ac- 
celerating the write-off for deprecia- 
tion, such as was done in amortizing 
the cost of war facilities over the period 
of the war. The proposal is intended to 
disregard cost as a basis for deprecia- 
tion and to substitute for it a replace- 
ment value as a basis. The amount 
charged off as depreciation over a pe- 
riod of vears would thus of course 
exceed the actual cost at some point. 
The effect of this proposition is to 
reduce the annual net profit carried to 
surplus and made available for divi- 
dends. 

The accounting profession has not 
given its stamp of approval to such a 
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practise as being good accounting pro- 
cedure, although there is a minority 
opinion that would accept the theory 
of taking depreciation on replacement 
values. The business man further seeks 
the acceptance of this basis of deprecia- 
tion by the Treasury Department, so 
that a tax deduction might be allowed 
for such depreciation, If Congress were 
to write a provision into the law per- 
mitting a deduction for depreciation on 
replacement values the effect would be 
to give business men a tax advantage 
comparable to that enjoyed by these 
taxpayers who are permitted a deduc- 
tion for depletion on discovery values 
or percentage depletion. 


Capital Expenditures v. 
Revenue Expenses 


The businessman is confronted with 
a practical problem in the treatment of 
expenditures for molds, patterns, 
plates, small tools, dies and similar ex- 
penditures. In a period of high tax 
rates, his natural inclination is to 
charge off such costs as they are in- 
curred as current deductible expenses 
or costs. To what extent is such treat- 
ment justified? To the business man, 
(at least that is the way he argues) 
such items are of such a special nature 
that they have no real value beyond 
the current period. Certainly no bank 
would extend him any credit on the 
basis of capitalized values for these 
items. In the open market such items 
would have only a junk or salvage 
value. 

let us examine this thesis for a 
moment. The accounting authorities 
say that patterns used for regular stock 
have a more permanent value and 
should be charged to an asset account 
and reduced by depreciation charges. 
Patterns made. for special jobs should 
be charged to the cost of the jobs and 
not to a patterns account and even if 
orders may be repeated for the special 
jobs the cost of the patterns should 
be charged to the first order. 

In the case of plates used in the 
printing of a book, the cost should be 
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charged to operations during the period 
when sales are made even if the plates 
may be in a usable condition long after 
the sale of the book has ceased. 

Molds, like patterns, may have a life 
for production purposes only during 
the manufacture of one annual model, 
although physically usable for more 
than one year. 

Machine tools, such as punches, dies, 
drills, etc., have a life much shorter 
than the life of the machine itself, and 
the best accounting treatment is to take 
an inventory of all machine tools at the 
end of an accounting period, valuing 
those tools in use at depreciated values. 

All expenditures should be charged 
to an asset account if they are expected 
to benefit at least one future period, 
and they may be charged to an expense 
account if they are not expected to 
benefit any period beyond the one in 
which they are made. Tools, patterns 
and similar property are classified as 
tangible assets. 

Under Sec. 360.8 the income tax law 
permits as a deduction a reasonable 
allowance for the exhaustion, wear and 
tear of property, including a reason- 
able allowance for obsolescene. The 
Regulations (Art. 171) provide that 

“the proper allowance for such deprecia- 
tion is that amount which should be set 
aside for the taxable year in accordance 
with a consistent plan by which the aggre- 
gate of such amounts for the useful life of 
the property will suffice, with the salvage 
value, at the end of such useful life to pro- 
vide in place of the property its cost * * *.” 


Art. 178 considers depreciation of 
drawings and models. If expenditures 
for designs, drawings, patterns, models 
or work of an experimental nature re- 
sult in improvement of facilities or 
product “and if the period of useful- 
ness of any such asset may be estimated 
from experience with reasonable ac- 
curacy” the expenditures may be de- 
preciated over the estimated period of 
usefulness. “Except for such deprecia- 
tion allowances, no deduction shall be 
made by the taxpayer against any sum 
sO set up as an asset, except on the sale 
or other disposition of such assets at a 
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loss or on proof of a total loss thereof.” 
Prior, to December 1, 1938, such ex- 
penditures either could be deducted 
from gross income or treated as capital 
assets. 


Taxation of Resident 
Estates and Trusts 


Estates and trusts are taxable en- 
tities. For the purpose of establishing a 
proper jurisdiction to tax estates and 
trusts, the law (Sec. 350.7) classifies a 
resident estate as one created by a per- 
son domiciled within the state or an 
estate of a deceased person who, at the 
time of his death, was domiciled within 
the state. A trust created by the will of 
such a deceased person would be a 
resident trust. A living trust created by 
a person domiciled within New York is 
likewise a resident trust. If the trust 
or estate is one of a person not domi- 
ciled in New York, the trust or estate 
is a non-resident trust or estate. 

A non-resident trust is taxable only 
on income from property owned within 
New York or from business carried on 
within the state, the same as a non- 
resident partnership or a non-resident 
individual. The resident estate or trust 
is taxable on its income from all 
sources, the same as a resident partner- 
ship or resident individual. 

A resident individual may change his 
status from resident to non-resident. So 
may a resident partnership. May a 
resident estate or trust do likewise, or 
can the State of New York establish a 
permanent jurisdiction to tax a resident 
estate or trust for the entire life of the 
estate or trust? If so, how may the 
estate or trust effect such a change? 
The Regulations (Art. 243) say that 
“the residence or situs of the fiduciary 
does not in any sense affect the classifi- 
cation of estates and trusts as resident 
or non-resident.” Would the situs of 
the property if transferred to another 
state change the status of the trust or 
estate? The law and regulations are 
quite silent on this point. 

A state has power to tax persons or 
property within its geographical bound- 
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aries. That is what is meant by juris- 
diction to tax. It may thus tax any 
person domiciled within the state and 
measure the tax by all the property of 
that person or by all the income of 
such person. With respect to property, 
it has the power to tax only that prop- 
erty within its geographical boundaries 
or the income from such property. No 
state has power to tax persons or prop- 
erty outside its geographical bound- 
aries. Under the Federal Constitution 
an attempt to tax non-resident persons 
or property having a situs outside the 
taxing state would constitute taking 
property without due process of law, 
and so would be unconstitutional. 


The localization of real estate in New 
York would give New York the power 
to tax the income from such real es- 
tate, even though the owner of the real 
estate is a non-resident. Tangible per- 
sonal property also has a situs for taxa- 
tion where the property is located. In 
the case of intangible personal prop- 
erty, such as stocks and bonds, the gen- 
eral rule is that its situs follows the 
person. It does not have a situs of its 
own independent of the owner unless 
it becomes part of a business localized 
in the state, in which case it will have 
a business situs in New York and New 
York would then have jurisdiction to 
tax the income from such business. 


In the case of a living trust, consist- 
ing of intangible personal property 
created by a resident, New York would 
probably have jurisdiction to tax such 
resident trust as long as such person 
remained a resident. We say “prob- 
ably” because the legal title to such 
property is not in the resident but in a 
trustee, and it is the residence of the 
trustee that would normally determine 
the situs for taxation of intangible per- 
sonal property. However, the nature 
of the deed of trust may be such that 
the grantor may be considered the 
virtual or equitable owner. In addition 
the regulation referred to above pro- 
vides that the residence of the trustee 
does not affect the classification of 
trusts. This regulation is of doubtful 
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validity in the light of constitutional 
principles of jurisdiction. 

If the trustee or grantor changes his 
residence New York no longer has 
jurisdictional power over such person 
and it would seem that New York then 
lacks the power to tax such person or 
his property; from which it would fol- 
low that the resident trust is no longer 
such and would then be taxable only to 
the extent that some of the property 
of the trust had a situs in New York. 
In the case of a testamentary trust of 
a decedent domiciled in New York at 
the time of his death, the State classifies 
such a trust as a resident trust and 
ignores the residence of the trustee as 
affecting taxation. But again it would 
seem that the residence of the legal 
owner of the property is basic in deter- 
mining the power to tax the income 
from such property. particularly if the 
property is not within the state and has 
no business situs in New York. 


Franchise Tax Rate 

The Governor has approved the law 
increasing the franchise tax rate from 
414% to 514%. The new rate applies 
only to calendar or fiscal vears begin- 
ing after July 31, 1947. This of course 
would apply to those corporations fil- 
ing returns on May 15 for the calendar 
year 1948. Those corporations report- 
ing on the accrual basis that filed their 
income tax returns for 1948 accrued the 
franchise tax for federal income tax 
purposes on the basis of a 414% rate. 
Since the new rate was not known by 
March 15, 1949, the Commissioner will 
undoubtedly permit the accrual of the 
additional 1% in 1949, 


Unincorporated Business Tax 


The unincorporated business tax rate 
remains at 3%, the same as last year. 
Tax returns are in error in stating the 
rate to be 4%. It will not be necessary 
for those taxpavers who have already 
filed their returns and paid a higher tax 
to file claims for refunds in order to 
obtain a refund. The Tax Commission 
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has announced that it will automatically 
make the refund where it applies, The 


3% rate will apply also for all fiscal 
years ending in 1949. 


Reporting Changes in 
Federal Net Income 


In the past, tax returns have called 
upon taxpayers to report changes made 
by the federal government (Questions 
1 to 3 at bottom of page 1) in their net 
income, even though there was no spe- 
cific requirement in the law that this 
be done. Effective July 1, 1949, the 
law expressly requires a taxpayer to 
report federal income changes within 
90 days after final determination. If an 
amended return is filed with the federal 
government, an amended return must 
be filed with the State. Within one year 
after the filing of the amended return 
or after the receipt by the State of any 
other notice of a federal change, the 
State Tax Commission may recompute 
the tax due. 


Change of Residence 
During the Year 


If an individual establishes a resi- 
dence in New York during the taxable 
year, he must file two returns for that 
year, a non-resident return for the pe- 
riod before he established his residence 
in New York (Form 203), and a resi- 
dent return (Form 201) for the bal- 
ance of the vear. On the non-resident 
return he will report and be taxed only 
on income from New York sources. 
According to Art. 524 this return will 
be on the accrual basis “irrespective of 
whether that be his established method 
of reporting.” The resident return 
would be on the cash basis if that is 
the taxpayer’s method of reporting his 
income. 

Where a taxpayer becomes a non- 
resident during the year, the resident 
return for that year would be on the 
accrual basis even though in prior vears 
he had been reporting as a resident on 
the cash basis. 
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Conducted by Witt1am W. WERNTz 


S.E.C. on March 11, 1949, sent out 
for comment a new Form 9-K and pro- 
posed revisions of Forms 10, 10-K and 
8-K. These were announced in Re- 
leases 4221, 4222, and 4223 under the 
Securities Exchange Act of 1934. Com- 
ments were requested by April 15th. 
The following summarizes what appear 
to us to be the major proposals. 


New Form 9-K 


Since 1946 S.E.C. has been requir- 
ing the filing of quarterly sales infor- 
mation by most listed companies. For 
this purpose, S.E.C. utilized Form 8-K 
but provided a special filing date of 45 
days after the close of the quarter. 
Other 8-K information is required to 
be filed by the 10th day of the month 
following the event to be reported. 
S.E.C. is now proposing use of a sepa- 
rate new Form 9-K for reporting quar- 
terly sales, thereby avoiding the con- 
fusion of having two types of filing 
dates for a single form. The new form 
transplants the present Item 11 of 
Form 8-K but adds the following in- 
struction, the principle of which is said 
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in the announcement to be in accord- 
ance with existing administrative inter- 
pretations : 

“(c) If excise taxes are included in 
either gross sales or operating revenues, 
that fact shall be indicated and the amount 
of such taxes stated separately.” 


While the amount of such taxes is sig- 
nificant data in the case of certain types 
of companies, particularly where some 
companies in the industry exclude them 
and others do not, it is questionable 
whether the information called for is in 
many other cases sufficiently significant 
to warrant the proposed treatment. The 
instruction should, it is felt, either be 
particularized or else modified to call 
for such taxes only where the amount 
is significant with, perhaps, an addi- 
tional “if practicable” provision. It 
would further seem necessary to define 
the term “excise tax” for purposes of 
the form, since reference to any general 
summary of state and federal taxes will 
indicate a multitudinous array of levies 
which might, under some concepts of 
the term, be considered as “excise” 
taxes. 

The form also requires that “sales” 
and “operating revenues” be shown 
separately if the lesser of the two is 
more than 10% of the total. The in- 
structions should, however, make it 
clear that the segregation need be made 
only if it is contemplated that the re- 
sults for the year will be such as to 
require segregation in the annual 


report. 


Revision of Form 10 


Since the enactment of the two 
Securities Acts of 1933 and 1934, it 
has been traditionally the case that the 
information required under the 1934 
Act for an initial listing on an ex- 
change on Form 10 has been substan- 
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tially less in scope than that required 
for registration under the 1933 Act of 
securities to be sold to the public. In 
part, such difference doubtless stemmed 
from the considerably greater specifica- 
tion of detail to be found in the 1933 
Act, although the comparable sections 
of the two Acts were quite similar in 
general scope. In greater part, perhaps, 
the simplicity of the data originally re- 
quired of listed companies was based 
on the practical necessity of securing 
almost simultaneous filings by all of 
such companies, with the possibility 
that some or perhaps many might in 
1935 have considered delisting an alter- 
native preferable to the preparation of 
information similar to that required in 
the registration of securities for sale. 
In recent years, however, most new 
listings have coincided with a public 
offering. Under S.E.C. rules, substan- 
tially the same data and documents 
could be and usually were utilized for 
both purposes, and that condition seems 
likely to continue. It is not surprising, 
therefore, that in scope and content the 
proposed revision of Form 10 results 
in requirements substantially the same 
as those of Form S-1, the present basic 
form for filing under the 1933 Act. In 
addition, the revised Form 10 is broad- 
ened so as to cover nearly all types of 
issuers, thus replacing eight other forms 
of application for registration under the 
1934 Act, namely, Form 7 for provi- 
sional registration, Form 11 for unin- 
corporated issuers, Form 13 for insur- 
ance companies, Form 15 for incorpo- 
rated investment companies, Form 17 
for unincorporated investment com- 
panies, Form 22 for reorganized is- 
suers, Form 23 for successor issuers, 
and Form 24 for bank-holding com- 
panies. It, like Form S-1, will be an 
omnibus form. 

There are, however, some differences 
from the text of S-1, other than those 
caused by the difference in purpose. 
Most important perhaps is an instruc- 
tion to the table of capital securities 
whereby payments to be made pursuant 
to long-term lease or purchase obliga- 
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tions must be shown in conjunction 
with the shares and debt outstanding. 
This in substance comes close to pro- 
moting the obligation assumed under 
such agreements to a quasi-security 
status, a considerable development 
from the former treatment of such pay- 
ments—a disclosure of amounts in a 
note to Schedule XVI, Supplementary 
Profit and Loss Information, and, more 
recently, in a note to the statements. 
Another difference from S-1 which, 
however, appears to be more of a de- 
velopmental than a substantive matter, 
is a change in the instructions as to 
reporting remuneration where an officer 
or director is also a member of a part- 
nership to which payments have been 


made. In the proposed form, the in- 
struction to the remuneration table 
reads: 


“The registrant may omit from the table 
the proportionate share of any person 
specified in the total remuneration paid to 
a partnership in which such person was a 
partner. However, if the aggregate re- 
muneration of such person, including the 
total amount paid to the partnership, ex- 
ceeded $25,000, the registrant shall state 
in a note to the table the name of the 
partnership, the total amount of remunera- 
tion paid to it, and the capacities in which 
it was received, unless such information 
is otherwise required . . .” 

In Form S-1, however, the compar- 
able instruction reads: 

“2. The registrant may state, with re- 
spect to any person specified, the total 
remuneration paid to a partnership in 
which such person was a partner in lieu of 
an allocation of such person’s share in the 
total remuneration so paid, if by note or 
otherwise, it is indicated that such has been 
done. The total amount of such remunera- 
tion shall be included in determining 
whether the aggregate remuneration of 
such person exceeded $25,000.” 

It appears that the two ought to be 
made uniform. 

The form also adds a new require- 
ment, often discussed heretofore but 
never adopted, for a tabular presenta- 
tion of the number of holders of each 
class of equity securities. 

In the financial section, the require- 
ments bring in three items calling for 
financial statements as to 50% owned 
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persons, as to businesses acquired or 
to be acquired, and as to affiliates whose 
securities secure an issue being regis- 
tered. All these are found in S-1 but 
not heretofore in Form 10. 


Revision of Form 10-K 


As in the case of the new Form 10, 
the proposed Form 10-K is designed 
to be a basic filing form and will re- 
place not only the Forms 10-K, 11-K, 
13-K and. 24-K, now used by listed 
companies, but also Form 1-MD which 
is presently used by those companies 
which must file annual reports pur- 
suant to the undertaking required by 
statute to be included in filings under 
the 1933 Act. 

In the past, the principal information 
actually included in the annual 10-K 
consisted of financial statements and 
certain data as to security ownership, 
control, and remuneration. Other items 
were, in most cases, answered in the 
negative or in very brief compass. The 
revision elaborates the business devel- 
opments item and adds items on 
changes in properties (formerly found, 
in essence, in a note to the property 
schedule of the financial statements ) 
and on developments in legal proceed- 
ings. A table of capitalization is also 
called for even though the essential part 
of this data is generally shown on the 
face of the balance sheet. The provi- 
sion as to the showing of payments un- 
der long-term leases, referred to earlier, 
is included. As might be expected, the 
remuneration items have been revised 
to reflect the recent revisions in the 
proxy rules and Form S-1. The cov- 
erage by financial data has been ex- 
panded as in the case of Form S-1 and 
the proposed Form 10 to include state- 
ments as to 50% owned persons, and 
as to certain affiliates whose securities 
are pledged as collateral. 

On the other hand, former items as 
to sales of securities and as to changes 
in indentures and contracts of guaran- 
tee have been omitted, since such data 
is planned to be obtained on the month- 
ly 8-K reports. 
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The proposed form represents a ma- 
jor expansion both in the type and 
amount of information to be filed. In 
essence, there is required about the 
same data as would be given in the 
comparable portions of a registration 
statement, but for a one-year period 
only, 

S.E.C. apparently feels that the in- 
formation available to a purchaser over 
the exchange should be about the same 
on any given topic as would be avail- 
able to him in connection with a public 
offering, and with such a major prem- 
ise, it is difficult to quarrel. This ap- 
proach also has the advantage to listed 
companies that, in making a public of- 
fering, the problem of assembling in- 
formation for the registration statement 
and prospectus should be materially 
simplified since, except as to data in 
respect of the offering itself, the job 
will be one of assembly of information 
from the 10-K’s rather than one of 
original accumulation. 


Revision of Form 8-K 


Form 8-K was originally designed 
to require listed companies to make 
prompt interim reports of significant 
current events. As of January 17, 1949, 
it was made applicable to companies 
which had registered a_ substantial 
amount of securities under the Securi- 
ties Act of 1933 and thereby under- 
taken to file current reports under cer- 
tain conditions. In its early form, it 
dealt primarily with changes in the cor- 
porate or security structure of the en- 
terprise, with revaluations of assets, 
and with the granting or exercise of 
options. In 1943, it was expanded to 
obtain the reporting of a purely busi- 
ness event— the settlement of war con- 
tract price negotiations, and in 1945 it 
was utilized to obtain quarterly reports 
of sales and revenues. 

In announcing the proposed revision 
in Release 4221 under the Securities 
Exchange Act of 1934, S.E.C. stated: 

“It has long been recognized that the 


form is materially deficient because of its 
failure to require information with respect 
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to a number of events which are of mate- 
rial importance to security holders. Accord- 
ingly, the primary purpose of thé proposed 
revision is to broaden the scope of the 
form so as to require information with 
respect to these additional matters. Quar- 
terly reports of gross sales and operating 
revenues, heretofore filed on this form 
would, in the future, be filed on a separate 
form. 

“It is proposed that new items be added 
to Form 8-K calling for information with 


t to the following subject matters: 
changes in the general character of the 
business; the acquisition or disposition of 
a substantial amount of assets; the institu- 


tion or termination of important litigation; 
the submission of plans of reorganization, 
readjustment or succession to any group of 
security holders; guaranteeing securities of 
other defaults upon senior securi- 
: and the institution of bonus, profit 
sharing, pension and retirement plans.” 


issuers; 


The following summary indicates the 
extent to which it is proposed to ex- 
pand the form: 

Parents and subsidiaries: Reports 
will be required when a person becomes 

(or ceases to be) a parent or a signifi- 
cant subsidiary. The expansion lies in 
the requirement for additional informa- 
tion as to acquired subsidiaries. Data 
are requested as to the nature and 
amount of consideration given, as to 
the property and business of the sub- 
sidiary, and as to the identity of the 
persons from whom acquired. In ad- 
dition, financial statements for the sub- 
sidiary must be given similar to those 
.required of a registrant. Information is 
required, however, not as to all subsidi- 
aries but only as to significant (15%) 
subsidiaries. The rule seems to need 
clarification, since a person can become 
or cease to be a significant subsidiary 
merely by its growth or its parent’s de- 
cline, and, in fact, on this basis its 
status as a significant or less than sig- 
nificant subsidiary might change sev- 
eral times within the year. Certainly 
no reports ought to be required in such 
cases, and the item should be modified, 
so as to apply only to acquisitions (or 
dispositions) of the controlling interest 
in a significant subsidiary. 

Changes in general character of busi- 
ness: This new item in effect requires 


immediate reporting of changes that 
have heretofore been required on an 
annual basis. 


Acquisition or disposition of assets: 
A report is proposed with respect to 
any such transactions involving 10% 
or more of consolidated assets. [Ex- 
cepted transactions are those in the or- 
dinary course of business; those with 
a wholly owned subsidiary; and those 
involving property constructed or de- 
veloped by or for the enterprise. Infor- 
mation called for includes a description 
of the assets, the consideration in- 
volved, and the principle followed in 
determining the amount thereof, the 
identity of the other party to the trans- 
action and any relationship of such 
party to the registrant or its officials or 
affiliates. In the case of plants acquired, 
the nature of the business of the former 
owner and the use to which registrant 
proposes to put the assets are both to 
be stated. 

Limitation of the item to larger 
transactions probably will serve to keep 
the reporting problem within bounds, 
although it would seem that instead of 
10%, it would be well to use 15%, the 
test applied where assets are acquired 
through purchase of a controlling in- 
terest. If the transaction involves the 
purchase of a “business” as opposed to 
purchase of assets as such, it appears 
that financial statements would have to 
be filed. 


Legal proceedings: A report is to be 
required as to the institution or termi- 
nation of any bankruptcy or receiver- 
ship or other material legal proceed- 
ings, except litigation in the ordinary 
course of business. While the object 
of the item is obviously worthwhile, it 
seems likely that major developments 
as to the interim status of such pro- 
ceedings, well short of technical termi- 
nation, are apt to be of equal if not 
greater interest, and yet at the same 
time not usually so well publicized. 
Without adequate disclaimers and 
qualifications, moreover, a bare state- 
ment of the commencement or termina- 
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tion of suits can be assigned a wholly 
unfounded importance. 


Security structure: Two items call 
for a statement of any changes proposed 
in the basic rights of any securities 
which affect directly, or modify indi- 
rectly, the rights of registered securi- 
ties. A second item would require a 
description of the general effect of any 
proposed plan of reorganization, read- 
justment or succession. A third item 
requires a statement as to any contract 
of guarantee of securities of another 
issuer entered into or modified by the 
registrant. Heretofore much of this 
data was reported only in the form of 
exhibits (or changes therein) compris- 
ing the legal documents involved. Such 
formal material is still called for by 
another item. 

Two other items call for data as to 
any one or more previously unreported 
transactions which result in an increase 
or decrease in securities outstanding 
amounting to 5% of the issue or 500 
shares or other units (whichever 
greater). This introduction of an abso- 
lute 500 unit minimum limit will be 
distinctly helpful. A fifth item, as here- 
tofore, calls for a description of any 
restatement of the capital share account 
and of the related entries. 


Defaults upon senior securities: The 
text of this proposed new item is as 
follows: 


“(a) If there has been any material 
default in the payment of principal, interest, 
a sinking or purchase fund instalment, or 
any other material default not cured within 
30 days, with respect to any indebtedness 
of the registrant exceeding 1 percent of 
the registrant’s total assets, identify the in- 
debtedness and state the nature of the de- 
fault. In the case of a d@fault in the 
payment of principal, interest or a sinking 
or purchase fund instalment, state the 
amount of the default and the total arrear- 
age on the date of filing this report. 


“(b) If there has been any material de- 
fault in the payment of dividends, or any 
other material default not cured within 30 
days, with respect to any class of preferred 
stock of the registrant which ranks prior to 
any class of registered securities, give the 
title of the class and state the nature of 
the default. In the case of a default in the 
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payment of ‘dividends, state the amount of 
the default and the total arrearage on the 
date of filing this report.” 


Assuming ability to classify defaults 
as material or non-material, addition 
of this item appears desirable ; it seems 
questionable, however, whether requir- 
ing such data as to any debt exceeding 
1% of total assets is not too low a 
starting point. 


Bonus, profit-sharing, pension and 
retirement plans: This new item re- 
quires a brief statement of the general 
effect of any such plan adopted and of 
any modification made therein. 


Granting or exercise of options, 
warrants or rights: The new item pro- 
poses to eliminate certain of the detail 
formerly required. On the other hand, 
it also calls for data as to sale as well 
as exercise of options. Reports are to 
be made whenever unreported grants 
or exercises involve more than 5% of 
the class or 500 units, whichever is 
greater. Also, the amount applicable 
to each director, officer and associate 
thereof and each person receiving or 
exercising options in excess of 5% of 
the total is to be shown. 

Voting trusts: A new item calls for 
information as to any voting trust in- 
volving more than 10% of any class of 
voting securities, or any material modi- 
fication thereof. 

Exhibits: As heretofore, copies must 
be filed of any documents or amend- 
ments thereto which would be filed in 
an original registration. In addition, 
notice is henceforth to be given of the 
termination (otherwise than in due 
course) of “any contract, contract of 
guaranty of securities of another issuer, 
lease, indenture, bonus, profit-sharing, 
pension or retirement plan, or any vot- 
ing trust agreement, previously filed by 
the registrant.” 

Other items: The proposed form re- 
tains requirements for reporting sub- 
stantial revaluations of assets and 
changes in property securing registered 
securities. 

In essence, the new form does this. 
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It continues to ask for substantially all 
information now requested, but with 
improving changes in detail 

simplify the reporting 
In addition, the proposed 
‘m enters rather broadly into the field 
of current reporting of a variety of 
business events. While there will likely 
be agreement that such data will in 
many cases be useful to shareholders 
and investors, the new form will pre- 
jor reporting project to com- 


panies affected. In a broader sense, the 
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proposal invites several questions: Will 
means be found to accord a reasonable 
degree of publicity to data furnished in 
reports that may be filed at irregular 
intervals? Will the annual reports on 
10-K lose part of their usefulness since 
more and more data will presumably 
now be incorporated therein by refer- 
ence to these interim reports? Is this 
to be viewed as a first and somewhat 
exploratory step into a new and con- 
ceivably very broad field of current re- 
porting of business events ? 
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fifteen minutes allowed to CPA’s under sixty years old, an 
se who have attained age 65. 


get a brand new 
their CPA’ certificates. Any 


enough? 


shiny razor 
CPA who 


1] 


. . . e . 
re no gags or swindles in this test, and you figure straight 
method or the 


process of elimination. 


Leonarp HovucnutTon, C.P.A. 


Of the Adirondack “Chapter’ 


the t e allo 
Part 
juni 
extr: 
blade; they 
can’t pass turns 
Believe it or not I 
without us 
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| The Taxpert 


By Lewis Gtutick, C.P.A. 


Tax Services 


During the recent tax season, a jun- 
lor complained rather bitterly to the 
Shoptalker : 

“[’'ve taken two semesters of taxation 
under men who are supposed to be good. 
We used the “blank” text, but we never 
were taught once how to find things. And 
that’s what I find we need most in practice.” 


The young man feally had cause for 


complaint. And we want to analyze it , 


for the benefit of others like him, their 
teachers, and employers. The writer, 
having been both a teacher and em- 
ployer thinks he can approach the sub- 
ject objectively from all viewpoints. 

As an employer, he wants a junior 
who can 


(1) file service mailings properly 
and promptly ; 

(2) prepare very simple tax re- 
turns ; 

(3) proof-read any returns, both for 
arithmetic and subject matter ; 
and 

(4) find a section of the code and 


regulations in the tax service, 
when given the general subject 
matter. 


It is the latter which annoyed the 
quoted junior. He couldn’t do it to his 


Lewis Giuick, C.P.A., has been 
a member of the Society since 1924. 
He has recently resumed the prac- 
tice of accountancy in the East, and 
been reappointed to the Committee 
on Accounting Machinery, of which 
he was chairman in 1939 and 1940. 

He is best known as the Shop- 
talker, under which name he has 
been writing since 1928. 
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own satisfaction, let alone his employ- 
er’s. Why? 

The first reason is almost beyond 
control. Colleges, even big ones, de not, 
will not, or just forget to, subscribe toa 
complete tax service. Some smaller 
schools allege poverty as a very poor 
(pun intentional) excuse. But even a 
large university can hardly afford com- 
plete tax services for every (shall we 
sav?) five students; nor the space in 
which to shelve them, and provide for 
their reference. The ambitious student 
waits in vain for his turn at the service, 
and eventually, unless he is as mulishly 
stubborn as the Shoptalker, gives up in 
disgust. The Tax Service (note that 
singular) is too frequently inaccessible. 
It is locked in the instructor’s office, or 
the only service is in the Law Library, 
a half mile cross-campus from the Busi- 
ness Administration Building. 

Under circumstances like these, a 
wise instructor does not even attempt 
to give research assignments. He’s 
stymied. Nevertheless, he can do some- 
thing to keep the students’ minds from 
being a blank on the subject. 

Most used, and abused, is the “dem- 
onstration” by a publisher’s salesman. 
Properly handled, it can be valuable. 
Indeed, some salesmen can give a com- 
pletely satisfactory demonstration. 

However, it is far better for the in- 
structor to give the demonstration— 
using his own service if need be. It is 
best done by exhibiting the service in 
the class room, and describing its use, 
during a regular period. Subsequently, 
the teacher conducts a “laboratory’ 
session for those who want it. While 
practice is essential for speed, even a 
short demonstration of this kind will 
leave a lasting impression on a keen 
student. 


is) 
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The New York Certified Public Accountant 


In a previous article, the writer 
pointed out some of the detects in in- 
dexing, shared by all services. This is a 
with beginners, who are un- 
acquainted with the “cart-before-the- 
horse” svstem so dear to indexers. The 
worst gripes from those who, 
having had some experience with Serv- 
ice A, are suddenly required to use 
Service B. 


sore pol t 


come 


However, a basic knowledge of the 
subject (1.e., federal taxation) will fa- 
cilitate finding anything in any service. 
Over a quarter of a century ago, a ris- 
ing young tax lawyer told the writer: 

“The difference between an accountant 
and a lawyer is that you start by finding 
out what somebody says the law is; and 

/ start by finding the law itself.” 

The writer was a long time appreciat- 
ing the full significance of this. In fact, 
at the time, finding the Jaw was difficult 
per se. With the creation of the Internal 
Revenue Code, however, that difficulty 
ceased. 


For a simple question, a memory re- 


fresher, or a “quickie”, it is all right to 


grab a Guide and see what it says. For 

anything else, the writer follows the 

procedure detailed below as habitually 

as the routine of tooth-brushing, shav- 

ing, etc., in the morning: 

1. Look up the applicable section or 
sections in the Code. 

2. li that does not give the answer, 


look up the related regulations 
and T.D’s. 
3. Next, read the case summaries 


and rulings. 
4. Then, and only then, read any 
comments or editorial matter. 
5. Read full text of pertinent cases. 
6. Argue it orally with your col- 
league. 

7. Prepare your return, protest, peti- 

tion, etc. 

These basic principles can be taught 
and examplified to evert an elementary 
class in taxation, A student in a class 
thus taught (unless he is a moron or 
asleep in class) will not be able to com- 
plain truthfully, as did the student first 
quoted. 
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The New York State Society of 


Certified Public Accountants 
ITS GENESIS 


By THe CoMMITTEE ON History 


HILE much has been published 

about the enactment of the first 
CPA Law on April 17, 1896, and of the 
events which led up to that result, the 
published story of the State Society 
told nothing of what preceded its in- 
corporation, 

The Society's Ten-Year Book, 1897- 
1906, after telling on page 13, that “75 
certificates were issued in 1896” ndded 
“This provided the material from 
which the State Society was formed.” 

Then after an explanation of the pur- 
pose of the book it stated: 

“After its incorporation on January 28, 
1897, the Society was organized at the 
Hotel Waldorf on March 30, 1897 by the 
incorporators, John Hourigan, S. Eugene 
Sargent, Francis Gottsberger, Farquhar J. 
MacRae and Henry Harney who elected 
Messrs. Hourigan and Gottsberger tem- 
porary chairman and secretary.” 

The Society’s Minutes did not show 
and the compiler of the Ten-Year Book 
never heard the reason why the first 
named incorporator and the temporary 
chairman of the first meeting on March 
30, 1897, was John Hourigan of Al- 
bany. 

But the following extract from The 
Financial Record, page 2, of the issue 
of January 13, 1897, appears to give the 
explanation : 

“Mr. John Hourigan, the well-known 
Albany public accountant, has addressed 
the following letter to a number of ac- 
countants throughout the State: 

“ Tear Sir—The passage by the Legislature 

of 1896 of a law to regulate the profession 

of public accountants was a very important 


This is the second of a series of 
articles on the History of Account- 
ancy in the State of New York. It 
was prepared by the Society’s Com- 
mittee on History. 
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event to all concerned. Now that the 
regents have put the law in operation, and 
issued certificates thereunder, our existence 
as a legally organized profession may be 
said to have commenced. 

‘In this connection the thought arose 
in my mind that it might be desirable to 
have the C.P.A.’s of this State organize 
into a society similar to that of the physi- 
cians, architects or civil engineers. These 
several societies are certainly of very great 
value to their members, and I think a 
society of accountants could also be made 
of great value to its members. 

‘In order to learn what the sentiments 
of the accountants are, in regard to this 
question, I have taken upon myself to send 
a letter similar to this to each certified 
public accountant. Will you please let me 
know your views? First: Is it desirable 
that the C.P.A.’s organize into a State 
society? Second: If in your judgment it is, 
where would be the most convenient place 
for you to have preliminary meeting held? 
Third: What time would best suit your 
convenience? If, in your judgment, a State 
society is not desirable or possible, please 
let me know. I inclose herewith a stamped 
and addressed enevelope for reply. 

“*All the replies received to this letter 

I will tabulate and send to each person 

replying a copy of such _ tabulation. 
Fraternally yours, 


John Hourigan’ ” 
If, as appears to be the fact, this 
letter was the earliest suggestion of the 
formation of the State Society it 1s ap- 
propriate to record something of its 
author. The facts here given were sup- 
plied by William J. Nusbaum, C.P.A., 
a member of the Society for many years 
who has served it as an officer and on 
committees, and who wrote that he 
“had the good fortune of having been 
employed in his office for ten years.” 
John Hourigan was born in Albany, 
N. Y., on February 22, 1854. He was 
educated at the Christian Brothers 
Academy in Albany, which he sup- 
plemented by serious private study. His 
business life started with the Home 
(Concluded on page 329) 
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The Eye of Experience 


By Tuomas W. 


> advent of radio much has 


gee the 
been heard of the Voice of Experi- 


ence, although with youth in the ascen- 
dant there has been of late years a 
tendency to treat lightly business 


knowledge accumulated through years 
of application and observation. 

When the young persons of the in- 
volved nations were thrust into World 
War II, the mature and experienced 


folks left behind were welcomed to re- 
place them temporarily. The cessation 
of hostilities brought again a demand 


h, and these lines are presented 
slippered pantaloon in an attempt 
show that, although important, the 
ability to punishment in the 
matter of gruelling assignments should 
not be the major consideration in the 
selection, placing, and retention of pub- 
lic accountants’ assistants 


tor vout 
1 


absorb 


The matter of resistance to fatigue is, 
without doubt, important. The current- 


¥ prevailing thought seems to be that 
all activities relating to business—as 
conducted since the late nineteen thir- 


es—have been carried on in such a 
physically exhausting manner hse per- 
-five can- 


sons of any age beyond thir 
not stand the pace and, fn ‘efore, it is 
better to sacrifice experience in order 


to obtain assistants who possess endur- 
ance. 
However, ina professional field like 
public accounting there is, during many 
years of activity, a gradual accumula- 
tion of a valuable something which 


Tuomas W. Byrnes, C.P.A., has 
a member of the Society since 
1911, and is a Certified Public Ac- 
countant of New York and New 
y. He is also a member of the 
‘ican Institute of Accountants. 
ey was formerly an Associate Pro- 
Accounting at Columbiz 
University. 
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should not be ignored, a something 
which has been acquired through the 
powers of observation. That something 
is Eye Experience. How often has an 
aspiring—and perspiring—junior ac- 
countant been amazed at the action of 
his experienced senior noting through 
an apparently casual glance matters re- 
quiring additional investigation, or 
often finding speedily, almost magically, 
a difference which has been baffling de- 
tection by others engaged in an audit. 
Ability of this sort is acquired only 
through years spent in reviewing the 
accounts of many enterprises and there 
is an inexplicable mystery in the un- 
canny manner in which the trained eve 
will notice unusual matters which to the 
uninitiated appear quite regular. For 
example, a schedule of securities may 
contain descriptions or prices which a 
senior auditor in scanning knows, from 
his long contact with financial matters, 
are wrong; or in the examination of 
securities there may be among them 
worthless certificates bearing a name 
similar to or the same as that of a reor- 
ganized corporation. Again, in listing 
the balances of a gener -al ledger con- 
taining a great many accounts, the 
omission of a Cash account in the 
ledger may not be noticed by the assis- 
tant preparing the trial balance, and he 
may later check and recheck for an ap- 
parent difference unless his difficulty is 
observed by his superior, whose alert 
eve will immediately detect the absence 
of the cash balance. On every staff 
there are seniors who can recall many 
serious situations, the overlooking of 
which would have caused embarrass- 
ment to the principals. 

The public accountant of many years 
diversified experience has learned so to 
concentrate on the work in hand that 
divergences from normal attract his at- 
tention. These would include dispro- 
portionate ratios in statement results, 


accounts unusual in the particular cir- 


M ay 


|| 


The Eye of Experience 


cumstances under review, peculiar 
actions of clients’ employes, faulty in- 
ternal control, inefficient routing of op- 
erations, etc., etc. A kind of sixth sense 
develops as an active practitioner 
matures, and its value is constantly 
demonstrated during the progress of 
audits. 


On every accounting engagement 
there can be utilized to advantage the 
combination of youth’s speed, enthu- 
siasm and endurance with the experi- 
ence of maturity. The result will be 
that consummation so devoutly to be 
wished: the audit completely satisfac- 
tory to all concerned. 


The New York State Society of 
Certified Public Accountants 


Its Genesis 


(Continued from page 327) 


Savings Barik of Atbany, where he re- 
mained until 1890. During this pe- 
riod he had, in 1889, organized the 
Safety Building-Loan Saving Associa- 
tion and served as its secretary until 
about 1910. He was influential in put- 
ting mutual loan associations on a 
stable basis. 

His resignation from the Bank in 
1890 was to devote all his time to “‘ex- 
pert accounting,” as public accountancy 
was popularly known in those days, 
and he continued in practice until about 
1920, for many years being the only 
practitioner in Albany. His practice 
covered the area to Scranton, Pa., 
Utica, N. Y., and the Canadian border. 
He was a conscientious, fearless and 
able practitioner and, although he 
shunned publicity, he was an outstand- 


1949 


ing citizen whose advice was eagerly 
sought. 

He cooperated with the Committee 
which promoted the CPA Law and his 
helpfulness in that connection was rec- 
ognized by a resolution adopted by the 
Trustees of the American Association 
of Public Accountants. He received 
CPA certificate No. 19 in 1896. 


As indicated by the letter herein 
quoted he seems to have been the first 
to suggest the organization of the State 
Society of which he was an Incorpora- 
tor, its first Vice President, and a mem- 
ber of its committees. 

In his younger days he had been an 
enthusiastic oarsmen. He was a promi- 
nent Catholic and highly respected. He 
died July 17, 1932. 
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PROFESSIONAL COMMENT 


By EMANUEL 


Accounting Research— 
A New Publication 


We welcome the advent of this new 
publication, whose first issue (Novem- 
ber, 1948) just reached us. It is 
published for the Incorporated Ac- 
countants’ Research Committee by the 
Cambridge University Press. The edi- 
tors are Messrs. F. Sewell Bray and 
Leo T. Little. The subscription price 
per volume (consisting of 4 parts, of 
which, for the present, 2 are to appear 
each year) is 25 shillings. The au- 
thorized agent in the United States is 
the University of Chicago Press. 

Included in the first issue is a paper 
by George O. May, entitled ‘“‘Account- 
ing Research.” It considers the subject 
in relation to each of the three functions 
of accounting, viz., (1) recording; (2) 
administrative analysis and interpre- 
tation; and (3) general financial ac- 
counting. 

As to the first of these fields, Mr. 
May points out that research therein 
has been principally concerned with 
meeting the recording problems arising 
out of the tremendous number of com- 
plex transactions comprising the life 
cycle of a business, and the plethora of 
reports based thereon which must be 
compiled. This has taken the direction 
of the development of specialized ma- 
chinery to make possible the accom- 
lishment of these objectives at reason- 
able cost. 


Research in administrative account- 
ing, savs Mr. May, has received gener- 
ous financial support and has_ been 
conducted bv skilled 

ted to provide managerial 
information leading to increased 
ficiency and wise business policy. The 


researchers who 
have attemy 


results in this direction have also been 
of great value, he concludes. 
By wav of contrast, however, Mr. 


research in the field of 


M i\ States th it 


SAxe; 


financial accounting has lagged, despite 
a great need for it. He indicates three 
questions in this field into which fur- 
ther research would be most valuable: 
(1) The suitability of the monetary 
unit, unadjusted for changes in pur- 
chasing power, as the unit of account- 
ing and financial statistics; (2) the 
somewhat arbitrary system of assump- 
tions on which the elements of the 
profit-making process are allocated to 
years or other short periods of time; 
and (3) terminology and methods of 
presentation (of accounts), with par- 
ticular reference to the variety of uses 
for which the latter are used and (in 
this country) to the great, though un- 
warranted, importance attached by the 
investing public to a single figure 
commonly described in the press as 
“net earnings for the year.” 

Mr. May expresses dismay at a 
movement aimed at “‘subordinating 
significance to a supposed uniformity 
and certainty” which he believes is im- 
peding progress in research. He depre- 
cates, as an impossible task, the attempt 
to produce income determinations 
which will fully meet all technical 
needs and, at the same time, be readily 
understandable by the uninitiated lay- 
man, 


Mr. May’s explanation of the role 
of the American Institute of Account- 
ants in research in financial accounting 
is very interesting. He notes that in 
this country the study of accounting 
theory in university classes generally 
precedes entrance into our profession; 
also, that regulatory bodies possess and 
exercise the power to prescribe meth- 
ods of accounting. He then reasons as 
follows: 


“Accountants have faced the proba- 
bilitv that the canons of their art would 
be fixed on the basis of academic 
opinion or r 


] harity 
gulatorv authoritv uniess 


fay 
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Professional Comment 


they themselves assumed a large re- 
sponsibility in the matter. Hence, in 
recent years the accounting profession 
has given much consideration to re- 
search in financial accounting.” 

The paper concludes with a recital 
of several research projects, past and 
current, undertaken by the American 
Institute of Accountants: (1) The 
1932 research project, undertaken 
jointly with the New York Stock Ex- 
change, one of the results of which is 
to be found on the present form of the 
American audit report, in which the ex- 
pression of opinion is predicated upon 
accounts maintained on the basis of 
accepted accounting principles consis- 
tently applied. (2) The work of the 
Research Department of the Institute 
in conjunction with the Committee on 
Accounting Procedure, which has re- 
sulted in the promulgation of the many 
Accounting Research Bulletins since 
1939. (3) The current project, with 
the aid of a matching grant from the 
Rockefeller Foundation, to investigate 
the concepts and terminology of Busi- 


ness Income. 


Accounting Treatment for Pensions 

The Committee on Technical Infor- 
mation and Research of the Controllers’ 
Institute of America recently dis- 
covered that information on the subject 
of accounting for pensions was quite 
scarce. Accordingly, it prepared a 
series of questions on the subject and 
sent them to a representative number 
of Institute members for response. 

These replies and other interesting 
and pertinent information on the sub- 
ject are reported in an article by Harry 
Keyserling under the title set forth 
above, which appeared in the April, 
1949, issue of The Controller. Both the 
treatment of past service contributions 
and of the cost of contributions for 
current service are considered in the 
paper. 

* * * 

Accounting for an Importer 


George C. Claghorn, a member of 
our Society and chairman of its Com- 


1949 


mittee on Foreign Trade Accounting, 
has prepared a timely article on this 
subject, which appeared in the Febru- 
ary, 1949, issue of The Journal of Ac- 
countancy. The paper treats of the ac- 
counting procedure for an importing 
trader, and furnishes specific illustra- 
tive data and instructions for operating 
and interpreting the accounts. 


* * 


Tax Accounting v. Commercial 
Accounting 


Two eminent practitioners, J. K. 
Lasser and Maurice Peloubet, have 
written a distinguished article pointing 
out the present state of confusion aris- 
ing out of the wide differences existing 
in the concept of income for accounting 
purposes as against tax purposes. It 
appears in the April, 1949, issue of The 
Journal of Accountancy. 


They cite “chapter and verse” under 
the headings of prepaid income, cost of 
warranties, cash discount, inventory, 
contested costs, receipts under claim of 
right, reserves, costs dependent on re- 
ceipts, and consolidated returns. 

They conclude that a change is in 
order, and the practical solution they 
offer is the following: 


“A somewhat more realistic ap- 
proach would be the appointment of a 
commission of eminent accountants to 
recommend revisions of present statu- 
tes and regulations, to bring them with- 
in the bounds of accepted accounting 
principles, and to keep stich a com- 
mission permanently in being to scru- 
tinize future decisions to determine 
whether they conformed to accepted 
accounting principles. At the same 
time legislation should be passed de- 
claring that, except for statutory con- 
cepts not related to accounting princi- 
ples, such as percentage depletion, 
accelerated amortization, allowances to 
certain corporations engaged in foreign 
trade and the like, taxable income was 
the same as business income deter- 
mined under the applicable accepted 
accounting principles.” 
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FOURTEENTH ANNUAL REPORT 
of the 


SECURITIES AND EXCHANGE COM 


MISSION 


Section Dealing With the 
Activities of the Commission in Accounting and Auditing 


Developments in Accounting 
Principles and Procedures 


During the year the high level of prices 
and of business activity stimulated an unusual 
amount of discussion in financial and pro- 
fessonial circles of certain basic problems in 
corporate accounting and financial reporting. 
These problems have been reflected in many 
of the registration statements and annual 
reports filed with the Commission. 

One of the problems discussed during the 
year was the accounting treatment of general 
purpose contingency and reserves 
designated for special purposes. One aspect 
of the subject, that of the disposition of war 
reserves, was mentioned last year. It appears 
that with few exceptions these reserves were 
eliminated during the year by charges of the 
type anticipated when the reserves were 
created and by the return of unabsorbed bal- 
ances to earned surplus. 


Anotl 


reserves 


ier facet of the reserve question men 


tioned in the Thirteenth Annual Report was 
the propriety of creating, from income, re- 
serves for future inventory price declines. 
Publication early in the 1948 fiscal year by 
the American Institute of Accountants of a 
research bulletin on the subject of “Inventory 
Fricing,” followed a few months later by a 
bulletin on “Inventory Reserves,” is a con- 
tribution to the solution of the problem 
substantially in accord with the views set 


forth in our last report. The Institute’s 
bulle soe on the “Accounting Treatment of 
General Purpose Contingency Reserves” fur- 


nished support for the position that the crea- 
ion and subsequent elimination of such re- 
serves have no part in the determination of 
income 

In the examination of financial statements 
it has heen necessary in some cases to take 
exception to profit-and-loss statements re- 
an optional pres tion permitted 
by both of the reserve bulletins referred to in 
the scsi ng paragraph. Both of the bulletins 
express a preference for cre ting the re- 
In question by a segregation or appro- 
priation of surplus but permit their creation 


enta 


serves 
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by appropriation of net income disclosed on 
the profit-and-loss statement, provided net 
income is first determined and clearly desig- 
nated. Experience has shown that this last 
admonition has not been adequately observed 
in all cases. Even when applied meticulously 
in the financial statements, officers of the 
corporations and financial writers in referring 
to “net income for the year” frequently em- 
phasize the final figure after deduction of the 
reserve appropriation rather than the desig- 
nated net income. It is for this reason that 
our chief accountant has taken the position 
that appropriations of the type in question 
should be reflected only in the surplus state- 
ment and should not be shown on the profit- 
and-loss statement. The Commission is ad- 
vised that the American Institute of Account- 
tants’ committee on accounting procedure, 
having recognized the unsatisfactory results 
from the optional treatment, has adopted a 
bulletin prescribing alternate methods of 
presenting information as to the disposition 
of income which would prohibit the form of 
dubious reporting discussed above. 


One old problem in accounting cropped up 
with renewed vigor early in the fiscal year. 
This is the theory that depreciation of fixed 
is related directly to replacement and 
that reserves for depreciation are ing idequate 
if they are not equal to replacement cost of 
the property at the time of its retirement from 
service. One of the country’s largest corpor- 
ations applied this theory in its reports to 
kholders in 1947 by including an extra 
charge for depreciation in its profit-and-loss 
statements on the grounds that replacement 
cost of the assets would be greater than re- 
corded cost and that the procedure adopted 
was consistent with their accounting for in- 
ventories on the last-in-first-out basis. The 
company’s independent accountants expressed 
an exception in their certificate by stating 
that the procedure followed by the corpora- 
tion was not in accordance with generally 
accepted accounting principles. This example 
is cited because it is perhaps the most clearly 
presented and most vigorously defended of 
a number of efforts that have come to the 
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Commission's attention to deal with the effects 
of the present high price levels. The prob- 
lem is being given serious consideration and 
will be the subject of continuing study to 
determine whether there is justification for 
the substituticn of new procedures for the 
presently accepted basis of recording fixed 
assets at cost and allocating appropriate por- 
tions of that cost to expense during the 
anticipated useful life of the assets. 

A problem which has been under consid- 
eration and which has been the subject of 
repeated exchanges of views between the 
Commission's staff and representatives of the 
American Institute of Accountants and other 
interested parties is the concept of income 
and the proper form of income or profit-and- 
loss statement most informative to investors. 
At the close of the last year the discussion 
had progressed to a point where it was the 
general opinion that a representative body of 
accountants or this Commission should pub- 
lish cenclusions on the subject in the near 
future. The result was the publication in 
December 1947 by the committee on account- 
ing procedure of the American Institute of 
Accountants 0 i Accounting Research B ulletin 
No. 32, on “Income and Earned Surplus.” 
The bulletin presents the opposing views of 
the advocates of the “all-inclusive” and “cur- 
rent operating performance” types of income 
statements, reiterates the committee’s opinion 
that “it is plainly desirable that over the years 
all profits and losses of a business be re- 
flected in the net income,” and emphatically 
expresses the opinion that “there should be a 
general presumption that all items of profit 
and loss recognized during the period are 
to be used in dete rmining the figure reported 
as net income.” It then proceeds to enumer- 
ate certain extraordinary items which should 
be excluded irom such determination of in- 
come “when their inclusion would impair 
the significance of net income so that mis- 
leading inferences might be drawn  there- 
from.” Believing that the purposes desired to 
be served by this exception to the general 
presumption of the bulletin can best be served 
by proper presentation in an “all-inclusive” 
type of income statement, the Commission 
authorized the staff to take exception to 
financial statements which appear to be mis- 
leading, even though they reflect the applica- 
tion of the bulletin. It also authorized the 
chief accountant to address a letter to the 
Institute's director of research expressing the 
view that the procedures recommended in the 
bulletin seemed to be susceptible to abuse and 
might result in misleading income and earned 
surplus statements in conflict with published 
rules and opinions of the Commission. 
Through the courtesy of the director of 
research of the Institute and the editor the 


21 Januar uary 1948, p. 25. 


22 Accounting Series release No. 30 (1942). 
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letter was given wide publicity in accounting 
circles by publication in the Journal of Ac- 
countancy immediately following the pages 
whereon the bulletin was reproduced.2!1 Ex- 
perience since publication seems to indicate 
little attempt to apply the exceptions to which 
the Commission objected. In this connection 
it may be noted that the American Account- 
ing Association has just published a revision 
of its 1941 statement of “Accounting Prin- 
ciples Underlying Corporate Financial State- 
ments” in which its endorsement of the all-in- 
clusive form of income statement and the 
principle of matching costs against revenues 
as the basis for the determination of income 
is reasserted (Accounting Concepts and 
Standards Underlying Corporate Financial 
Statements—1948 Revision). 


Developments in Auditing 
Procedures and Professional Practice 


The annual reports of the last 3 years have 
referred to the financial questionnaires of 
broker-dealers prescribed by rule X-17A-5 
and Form X-17A-5 and to the minimum audit 
requirements specified in the form as applic- 
able to those broker-dealers whose reports 
must be certified under the rule. As in these 
past years many of these reports are filed 
by small companies employing public account- 
ants who have had no other experience with 
Commission requirements. In recognition 
of this situation the Commission - staff, 
through correspondence and direct contact 
by regional office representatives, has de- 
voted considerable time to explaining the 
requirements as to the content of the ques- 
tionnaires to registrants and their accountants 
where it was apparent that inexperience 
rather than deliberate evasion was the cause 
of the unsatisfactory reports filed. It is be- 
lieved that in these cases a policy of educa- 
tion is more in the public interest than the 
imposition of sanctions would be. 


It will be recalled that two .of the account- 
ing cases described herein involved inven- 
tories of work-in-process as the principal 
element. In both cases an overstatement of 
the work-in-process inventories resulted in 
corresponding overstatements of the capital 
stock equity and of the profit for the period. 
In this connection it is appropriate to recall 
that early in the war period the Commission 
established, regarding companies engaged in 
war work, a liberalized policy with respect 
to its requirements as to physical inventory 
verification by independent public accountants 
in order to avoid any possible interruption 
in the production or delivery of war ma- 
terials.22 Following the disclosures in the 
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McKesson & Robbins, Inc. case, the Ameri- 
can Institute of Accountants adopted certain 
extensions of auditing procedure, including 
the requirement that if “inventories are a 
material factor, it should be generally ac- 
cepted auditing procedure that, in addition 
to making auditing tests and checks of the 
inventory accounts and records * * * [the 
independent certified public accountant] shall, 
wherever practicable and reasonable, be 
present, either in person or by his representa- 
tives, at the inventory taking and by suitable 
observation and inquiry satisfy himself as to 
the effectiveness of the methods of inventory 
taking and as to the measure of reliance 
which may be placed upon the client’s repre- 
sentations as to inventories and upon the 
records thereof. In this connection the inde- 
pendent certified public accountant may re- 
quire physical tests of inventories to be made 
under his observation.”23 In announcing its 
waiver of this requirement and the accept- 
ance of substitute procedures during the war 
the Commission said: 


It is implicit that, at the earliest oppor- 
tunity, every reasonable effort will be made 
to take physical inventory with normal ob- 
servation and test checking by the certify- 
ing accountants, and that any practicable 
improvements in the accounting records and 
controls of inventory will be undertaken. 
Finally, it should be understood that 
waiver of objections with respect to the 
current annual report will not necessarily 
constitute a basis for similar action in re- 
spect of annual reports for subsequent years 
or statements filed in registrations for the 
sale of securities.24 


Current representations with respect to the 
auditing of inventory accounts are being 
scrutinized with care in the light of this 
admonition and the experience reflected in 
the cases cited. 


Previous annual reports have commented 
upon the Commission’s practice of coopera- 
tion with various accounting groups in the 
development of accounting and auditing 
standards of practice. This cooperation has 
taken the form of interchange of ideas and 
the institution of a practice of submitting for 
comment proposed changes in Commission 
rules to the several accounting organizations 
and others interested long prior to the adop- 
tion of the Administrative Procedure Act. 
In return, the organizations have referred 
their proposed public announcements in the 
field of accounting and auditing to the Com- 
mission’s accounting staff for comment. In 
addition to the pronouncements referred to 
above in the field of accounting principles 
and procedures, a special report by the com- 
mittee on auditing procedure of the American 
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Institute of Accountants should be mentioned. 
The report published under the title “Tenta- 
tive Statement of Auditing Standards—Their 
Generally Accepted Significance and Scope” 
is a substantial contribution to a general 
understanding of the responsibilities of in- 
dependent public accountants. The statement 
sets forth standards of field work and re- 
porting; it recognizes that examinations of 
financial statements must be performed with 
due professional care by persons having 
adequate technical training and proficiency 
and an independence in mental attitude. | 
* * * 


Restrictive Covenants in 
Accounting Partnership Agreements 


It is believed that the principles in- 
volved in the following case, decided 
by Mr. Justice Walter of the Supreme 
Court of the State of New York, may 
be of interest to all accounting firms 
whose partnership agreements contain 
a restrictive covenant similar to that 
involved in the instant case. 

The plaintiff and defendants were the 
partners in a large public accounting 
firm, by written agreement effective 
September 1, 1947. Their partnership 
agreement provided (inter alia) 


“Each Partner agrees that in the event 
that he shall voluntarily withdraw or be 
required to withdraw pursuant to Article 
VIII hereof, he will not enter into the 
practice of the profession of public account- 
ancy (including services as a public ac- 
countant with respect to any such matters 
as auditing, cost accounting, accounting 
system installation or revision and taxa- 
tion) within one hundred (100) miles of 
any city in which any office of the Partner- 
ship or of any subordin ite, affiliated or 
associated partnership is located at the time 
of such withdrawal for a period of four 
years thereafter, either individually, or as 
a member of a partnership, or as an em- 
ployee of any individual, partnership or 
other entity.” 


Pertinent excerpts from the opinion 
Court follow: 

“On October 30, 1947, plaintiff gave 
notice that he was withdrawing from the 
par tnership effective January 31, 1948, or 
such earlier date as might be consented to 
by the firm, and his withdrawal was ac- 
cepted November 19, 1947. He was in- 
formed that the other partners would insist 
upon and enforce the restrictive covenant 


of the 
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above quoted and he brings this action to 
obtain a judgment declaring the clause void 
and in any event unenforcible against him. 
construing the extent to which it prevents 
him from practicing his profession if valid 
and applicable at all, and enjoining de- 
fendants from taking any action to prevent 
him from so practicing. 


“His contentions are (1) that he did not 
voluntarily withdraw and was not required 
to withdraw pursuant to Article VIII and 
consequently the clause is not applicable to 
him, and (2) that the clause is void as 
being in undue restraint of trade and 
against public policy. 

“Plaintiff concededly was not required 
to withdraw pursuant to Article VIII. The 
applicability of the restrictive covenant to 
him thus depends upon whether or not he 
voluntarily withdrew.” 


Following a discussion of the evi- 
dence on this point, the Court con- 
tinued: 


“T find and conclude, therefore, that 
plaintiff voluntarily withdrew from the firm 
within the meaning of that term as used in 

. the partnership agreement, and that 
the covenant against the practice of ac- 
countancy is applicable to him. 


“T think, too, that this is an eminently 
proper situation for a declaratory judg- 
ment if I conclude that the restrictive 
covenant is valid. * * * 


“The next question, therefore, is whether 
the restrictive covenant is valid and en- 
forcible, * * * 

“This is not an employer-employee case. 
The authorities generally agree, and many 
insist, that there is a distinction between 
a covenant which is ancillary to the sale 
of a business and one which is ancillary to 
a contract of employment, and although 
plaintiff argues that the situation here is 
analogous to a contract of employment I 
think the true analogy is to the sale of a 
business. The partners . . . of whom plain- 
tiff was one, in effect transferred their 
businesses and good will to the new firm 

, and all the considerations which make 
it reasonable and proper for the vendor of 
a business to agree not to compete with the 
vendee seem to me to be present here in 
full force. 

“The authorities are in substantial agree- 
ment thz it Co venants not to compete which 
are incidental or ancillary to a sale of a 
business are valid. * * * 

“Restatement, Contracts, section 514, 
likewise lays down the broad proposition 
that a bargain in restraint of trade is illegal 
if the restraint is unreasonable, but the 
subsequent statements in and comments 
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under section 515 and section 516 demon- 
strate, I think, that the court which has 
to determine legality is to determine rea- 
sonableness, not from the standpoint of 
whether the party against whom enforce- 
ment is sought gave up too much in com- 
pariscn with what he got, but from the 
standpoint of whether the public interest 
would be adversely affected by an enforce- 
ment of the covenant. 

“From that standpoint, therefore, and 
from that standpoint only, I turn to a 
consideration of the reasonableness of the 
covenant in this case. 

“At the time plaintiff withdrew from 
the firm it had offices in New York, Pitts- 
burgh, Cleveland, Detroit, Chicago, Day- 
ton, Minneapolis, St. Louis, Seattle and 
Los Angeles; and a glance at a map having 
a hundred-mile radii circles drawn around 
those places will show that the effect of 
the covenant is to prevent plaintiff from 
practicing accountancy in a very large por- 
tion of northeastern United States, a con- 
siderable part of the State of Washington, 
and a small part of the State of California. 
But the covenant has no operation in a 
total of thirty-two states which take in 
the whole of the south, southwest and mid- 
dle west, substantially all the far west and 
much of New England and the Atlantic 
seaboard. It does not exclude plaintiff 
from Boston, Baltimore, Washington, 
D. C., Portland or San Francisco, cr a 
host of other smaller cities. The covenant 
is thus far more limited in space than the 
covenant which was sustained in Diamond 
Match Co. v. Roeber (106 N. ¥., 445). it 
also is far more limited in time, for there 
the covenant was for ninety-nine years 
(and thus practically for the life of the 
covenantor), whereas here the covenant is 
for only four years. 

“There is, of course, no suggestion that 
enforcement of the covenant would tend 
to promote a monopoly or deprive the 
pubile of an opportunity to obtain adequate 
accounting services on a highly competitive 
basis; and I cannot doubt that the covenant 
is entirely reasonable and entirely lawful. 
I perceive no way in which the public 
interest could be harmed by enforcing it, 
and while it of course bears somewhat 
heavily upon plaintiff it does not entirely 
prevent him from practicing the profession 
to which he has devoted the most of his 
life and does not at all interfere with his 
following other vocations which, although 
perhaps not as pleasing or remunerative to 
him, are yet within his capacities and 
opportunities.” 


At this point, the Court discussed a 


number of collateral issues, its conclu- 


335 


sions with respect thereto being stated 
below as items (2) and (3): 


“[ conclude, therefore, that there should 
be judgment declaring and adjudging (1) 
that the covenant is applicable to plaintiff 
and is valid and enforcible, (2) that Hart- 
ford, Conn., is outside the area in which 
plaintiff has agreed not to practice, (3) 
that if plaintiff, individually or as an em- 
ployee or partner of an accounting firm, 
should genuinely and in good faith maintain 
an office for the practice of accountancy at 
a place outside the area in which he has 
agreed not to practice, and should practice 
accountancy at that office while genuinely 
and in good faith maintaining his residence 
outside such area, he would not violate his 
contract by occasionally going into the re- 
stricted area and there consulting with 
officers, lawyers or bankers of clients being 
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served at such office when such consultation 
is reasonably necessary or appropriate for 
the proper performance of any accountancy 
service which such clients require or desire, 
but it would be a violation of his contract 
for defendant to use such trips into the 
restricted area as a means or opportunity 
of endeavoring to get new clients in the 
restricted area. 

“I direct the entry of judgment accord- 


ingly, without costs. * * 
Lynch v. Bailey, Supreme Ct., New York 
Co., Special Term, Part VI; N.Y.L.J., 


January 28, 1949; opinion by Mr. Justice 
Walter. 

(It is reported that the plaintiff has taken 
an appeal from the foregoing decision to 
the Appellate Division of the Supreme 
Court.) 


BOOK REVIEWS 


It’s Your Business 


By J. L. Simon. PUBLICATIONS, 
Inc., New York, N. Y., 1949. Pages: 
xv + 199; $3.50. 


The author combines in an easily read little 
book generalizations on the factors that make 
for success and failure in business, and 
practical comments based on case histories 
of thirty different businesses, largely of very 
small size. 

Of the companies discussed, 22 are in the 
retail field and 8 are in manufacturing and 
other fields. As to each case, a simple pres- 
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entation is made of the background of the 
proprietor, the capital investment, highly con- 
densed operating statements and percentages 
(mainly for the years 1946, 1947 and 1948, 
which data may now be partially inappli- 
cable) records maintained, and an interesting 
commentary on what made the enterprise 
“click”. 

The utility of the case histories to account- 
ants is limited, as may be judged from the 
fact that 314 pages are devoted to an analysis 
of a cigar stand operation and 4 pages to that 
of a dress manufacturer. 


Max Brock 
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